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under the Investment Company Act of 1940. / The NASD's 
standing was not challenged by the Commission, but by the 
intervenor, First National City Bank ("the Bank") which filed 
a motion to dismiss. 

Rehearing en banc is requested because basic questions 
are raised as to the scope and application of underlying 
principles relating to a competitor's standing under "party 


aggrieved" statutes. The breadth and importance of these 


matters is evident from the dissenting opinion which 


indicates, for example, that new require:rents are being 


imposed and that the approach adopted as to economic injury 
is wholly unrealistic. 
BACKGROUND 
The Commission's order granted certain exemptions to 


the Commingled Account, an open-end investment company 


1/ Section 43(a) of that Act provides for review in this 
Court by "[a]ny person or party aggrieved by an order issued 
by the Commission under this title . . . " 54 Stat. 844, 
U.S.C.A., Title 15,§80a-42 (a). 


i 

: 2/ 
or mutual fund which the Bank proposed to sponsor. There! i 
to be no charge or "load" on the sale of participations 


in the fund. The Bank is to manage this fund for a fee 


and distribute its securities. The Bank in its Se 


for exemption stated that without exemption it would “be | 
effectively precluded from" going forward (JA 10). / 
this grant of permission by the Commission, the enterpri 
was launched. 


on the merits our position here, as below, is that 


Commission contravened the statutory policy against bank 


dominated investment companies and exceeded its statutory 


2/ Not all the exemptions were challenged. 


3/ The reason for this is explained at pp. 19-20 of our 
brief on the merits. 

The Bank did not file its motion to dismiss until 
after our brief on the merits had been submitted. 


4/ 


authority. 

The membership of the NASD, which is a creature of the 
securities laws, is made up of 3,700 brokers and dealers, 
with 965 members in New York City. Approximately 90% of 
its members sell shares of open-end investment companies 
either as underwriters or as retailers. Sales of investment 
company shares are an important source of cae 

An open-end investment company is essentially a managed 
portfolio of securities and its shares are distributed by 
others. As more fully discussed below, at stake in this 
"test" case is the market in which NASD members and the 


banks will vie as direct competitors for as much as two 


billion dollars of mutual fund shares over the next five to 


4/ The Commission permitted precisely that which the 

Congress concluded was’ against the public interest and the 
protection of investors: an investment company that is part 
and parcel of a bank. As the dissenting Commissioner 
indicated, the Commission has usurped a Congressional function. 


5/ These matters are more fully elaborated upon in the 
Petition for Review (p.3) and our answer to the Bank's 
motion to dismiss (p.6). 


6/ 


ten years. 


6/ In Investment Company Institute v. Camp, __F. Supp.___ 
Civil No. 1083-66 (D.D.C., September 27, 1967), ), which declared 


invalid the regulations of the Comptroller of the Currency 
authorizing the type of investment company here involved, 
the court rejected the contention of the Comptroller that 
the plaintiff, an organization of investment companies and: 
their principal underwriters and investment advisers, lacked 
standing, observing: 

"The exact amount of damages which will be incurred 

by the plaintiffs is rather difficult to assess in 

precise figures, but the Comptroller has predicted 

that over the next five to ten years, commercial 

banks might capture as much as two billion dollars 

of mutual fund business". (Slip Opinion, p.12) 
In this connection in view of the statements here (Slip 
Opinion pp. 10 and 14) it is noteworthy that the Comptroller 
in arguing lack of standing distinguished amongst the three 
categories of members of the plaintiff association and 
concluded: "It would thus appear that the real plaintiffs 
in this action are the underwriters of mutual funds. The 
gravamen of their complaint is that the existence of the 
Commingled Account might cut into their selling commissions 
from the sale of mutual fund shares." Memorandum in Support 
of Cross Motion for Summary Judgment, p.9 note 4. These 
underwriters are also members of the NASD. 

See also Baker, Watts & Co. v. Saxon, 261 F. Supp.247 
(D.D.C., 1966). 


HGec 


THE INTEREST REQUIRED 
7/ 


Contrary to the majority opinion, where as here 


8 
there is a "statutory aid to standing", 8/ a person aggrieved 


is not limited to a "licensee" under the statute involved 
or to one who can "show that it has a legal or property 
right which is adversely affected by the order of the 
administrative agency” (Slip Opinion, pp. 10 and 1l). This 
approach ignores settled precedent of this Court. It 
construes, we submit incorrectly, Fugazy Travel Bureau, Inc. 
v. C.A.B., 121 U.S. App. D.C. 355, 350 F.2d 733 (1965), 
which was decided on the merits, as sub silentio overruling 


7/ As did the dissenting Judge we shall refer to the lead 
opinion as the majority opinion, although we are uncertain 
as to whether in fact it is. It is clear that the two 
majority Judges joined in the concurring opinion. 


8/ United Milk Producers of N.J. v. Benson, 96 U.S. App. 
D.C. 227, 229, 225 F.2d 527, 529 (1955). 


2/ 
this precedent. 


The following cases are illustrative of persons who had 
standing although they did not meet the above requirements: 


National Coal Association v. F.P.C., 89 U.S. App. D:C. 135, 
10 
191 F.2d 462 (1951), City of Pittsburgh v. F.P.C., 
11/ 


99 U.S. App. Dc. 113, 237 F.2d 741 (1956) and Philco 


Corporation v. F.C.C., 103 U.S. App. D.C. 278, 257 F.2d 656 


12/ 


(1958), International Union of E.R. & M. Wkrs. v. United 


States, 108 U.S. App. D.C. 97, 280 F.2d 645 (1960). See also 
Clarksburg eee v. F.C.Cc. 96 U.S. App. D.C. 211, 
225 F.2d 511 (1955) . Compare Office of Communication of 
United Church of Christ v. F.C.C., 123 U.S. App. D.C. 328, 


359 F.2d 994 (1966). 14/ 


9/ Fugazy is analyzed in detail in our memorandum in opposition 
to the motion to dismiss (pp.22-28). 


10/ The facts are set forth in our memorandum in opposition 
to the motion to dismiss, p.20. 


| 
Ibid., pp. 20-21. 
Ibid., pp. 7, 38. 
Ibid., p.34. 


Ibid., pp. 5, 33. 
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The guiding principles were set forth in the comprehensive 


opinion in Associated Industries v. Ickes, 134 F.2d 694 


15 
(1943), vacated as moot, 320 U.S. 707 (1943), 13/nich the 


Supreme Court cited with approval in American Power and Light Co. 
16/ 


v. §-E.C., 325 U.S. 385 (1945). In National Coal Association, 
supra, this Court stated: 


"We agree with the rationale which that case draws 

from the Supreme Court's decisions in the Sanders 

[F.c.C. v. Sanders, 309 U.S. 470 (1940) 17/ | and 
Scripps-Howard [Scripps-Howard Radio v. F.C.C., 316 

U.S. 4 (1942) 18/ ] cases:'* * * one threatened with 

loss through increased competition resulting from a 
Commission's order is "aggrieved" and entitled as 

such to a review notwithstanding that the very statute 
pursuant to which he obtains review is designed to 

keep competition alive and confers upon him no 

property right which gives him any kind of immunity 

from competition. The'"person aggrieved" review 
provisions [is] a constitutionally valid statute 
authorizing a class of "persons aggrieved" to bring 

suit in a Court of Appeals to prevent alleged unlawful 
official action in order to vindicate the public interest, 
although no personal substantive interest of such persons 
had been or would be invaded!" 191 F.2d at 464-465. 


The purpose of Sanders, which rejected the proposition 


15/ Ibid., pp. 16-20. 
16/ Ibid., pp. 28-29. 
17/ Ibid., pp. 14-16. 


18/ Ibid., p. 16. 


9- 
19/ 
i that “absence of right implies absence of remedy", and its 
! progeny is to foster judicial oversight of agency action. 
' The thrust of Sanders, as here pertinent, is that the 
judicial review provision will be made meaningful if a 
20/ 
competitor, "likely to be financially injured" isa 
"person aggrieved" because as a practical matter he "would 
21 
| be the only person having a sufficient interest" to seek 
review and vindicate the public interest. He assumes the | 


role of a private attorney general. Viewed in this light, 


| where there is a "person aggrieved" provision, there is no) 


reason to limit Sanders to any particular type of agency function or 


form of agency action as the majority opinion suggests. 
In any event, as indicated above the permission granted by) 
the Commission was in fact a license without which the 


investment company could not have been launched. 


19/ 309 U.S. at 477. 


20/ Ibid. 


21/ This is precisely the situation here. See our memorandum 
in opposition to motion to dismiss, p. 3. 


—aOn— 
REMOTENESS OF INJURY 
The conclusion in the concurring opinion (Slip Opinion, 
p. 14) that the NASD asserts only a "tenuous likelihood of 
injury” is refuted, for example, by the Bank's own statement 


below: 


» . . , it would be of great importance to members of 
the NASD if the nation's leading banks were to succeed in 
establishing a widely attractive investment medium 

which . . . would reduce the market for the investment 
companies' shares which they distribute. And for this 
feeling they need have no apology." 22/ 


As we pointed out in our memorandum in opposition to the 
motion to dismiss (at p. 8) the Bank's executive vice president 
has testified that the Bank, which was serving one out of 
every five families in the New York metropolitan area in 1963 
when it had 108 branches (it now has 164) is "after the fellow 
who is already our customer, but who goes elsewhere with money 
he wishes to put in equities because we can't take care of it." 
And the Bank is not limited to its customers. 

But the consequences go beyond this case, which by itself 


introduces a major competitor in the New York City area. This 


22/ Transcript of oral argument, p. 64. 


= ahs 
iis a test case. As we pointed out in our memorandum (p.9) 
the Commission, speaking of its decision, has stated: "A 
pattern has thus been set which other banks may follow if 
‘they see fit", and this interest of other banks has been 
amply demonstrated repeatedly in their position during 
Congressional hearings. Just this past month a spokesman 
for the American Bankers Association testified: "The 
entry of the banks into the investment company industry . a 


will greatly increase the available choices to purchasers 


23/2) 
of investment company shares." As is to be expected 


mass entry by other banks into the mutual fund business | 


| is awaiting the outcome of this litigation and that referred 


‘ 24/ 
to in note 6, supra. 


23/Hearings on Amendment No. 438 to $.1659, 90th Cong., 

' Ist Sess. before the Senate Committee on Banking and 
Currency (November 16, 1967), p. 1223. The proposals 

: would render moot this litigation and that referred to in © 
note 6, supra. 


24/The New York Times, on April 20, 1967, (Section 3, p-1). 
reported: "Other New York banks are known to be considering 
similar mutual funds, but they are likely to wait until a | 
legal snarl resulting from the First National City's 
operation is untangled." The article pointed out that one 
of the banks awaiting the outcome of the litigation was The 
Chemical Bank New York Trust Company, a spokesman for whict 
said that it "was geared up and ready to go" and "predicted 
that eventually ‘every major bank in the business' would be 
planning such a mutual fund." 


ae 

The dollar magnitude of the business is indicated by the 
following estimate of the Comptroller of the Currency, who 
recognized the competitive implications: 

"Over the next five to ten years, therefore, we would 

expect that the assets of Managing agency accounts 

invested in collective investment funds [the type of 
investment company here involved] would not exceed 

$2 billion." 25/ 

Nor should the significance of the competitive impact 
here be misjudged by the fact that the minimum investment here 
is $10,000. In 1966, an investment company industry spokesman 
testified: 


w 


. . - the buik of the new money being raised today 26/ 
for mutual funds is raised by sales in excess of $10,000." 


He characterized such sales as the cream of the business. 


25/Hearings before the Subcommittee on Commerce and Finance 

of the Interstate and Foreign Commerce, House of Representatives, 
88th Cong. 2d. Sess. on H.R.8499, H.R.9410, pp. 26, 51. The 
prediction was made in connection with a bill that provided 

for minimum participation of $10,000. 


26/ Hearings before a Subcommittee of the Senate Committee 
on Banking and Currency, 89th Cong., 2d Sess. on S.2704, 
p-96. 


435 is 


The concurring opinion likens the position of the NASD) to 


the unsuccessful standing claimant in United States Cane Sugar 


Refiners Ass'n v. McNutt, 138 F.2d 116 (C.A. 2, 1943). It is 


| submitted that there is no parallel. In that case producers 
'of cane sugar were held to have no standing to contest a 
‘ regulation under the Federal Food, Drug and Cosmetic Act 
| 
‘which permitted, without the disclosure on the label of canned 
fruits, the use of dextrose and corn syrup as sweeteners. The 
producers' interest was held too remote because: 
"What the petitioners are really claiming is that the | 
regulations will do away with the remote, speculative | 
sales resistance of the public to the marketing of 
canned fruits sweetened in some part with dextrose or) 
corn syrup which might be present if the labels on the 
cans disclosed, by naming them, that the permitted 
amounts of one or the other or both of the optional 
sweeteners had been added to the required sugar." 
138 F.2d at 120-121. 
For the reasons already given, the competition here and 
likelihood of financial injury is neither "remote” nor 
"speculative". Furthermore, the asserted interest in the 


cited case did not, as is true here, relate to competition 


i with the product which was subject to regulation, a factor to 
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27/ 
which this Court has pointed in distinguishing the case. 
Moreover, in United States Cane Sugar Refiners’ Assn., the 
court, before reaching its conclusion as to remoteness, pointed 
out that there "is no claim that the permitted sweeteners, 
other than sugar, are not wholesome ...- " 138 F.2d at 120. 
Here, as pointed out above, it is our position that what is 
being permitted by the Commission contravenes basic statutory 


— 


27/ In National Coal Association, supra, this Court pointed 
out: ".. . nor were they competitors in the production 
and sale of it [i-e. canned fruit] ...- " 191 F.2d at 465. 


Moreover, standing has been recognized by this Court even 
where there is no such direct competition. See Philco, supra. 


: 28/ In view of references in the majority opinion to the | 
NASD having tardly filed its request for participation below 
i; and that it did not introduce evidence below as to economi¢ 

injury (Slip Opinion, pp. 5, 7 and 10), the situation should 
be clarified. The Commission issued a notice of filing of | 
the Bank's application which advised that any interested 
person could request a hearing by September 20, 1955 

(JA 36). Pursuant to a telephone conversation with the 

Secretary of the Commission, the NASD, by a letter of 

September 21, 1965 (Record, Doc. No.5), requested an 
! extension until October 1, 1965, when the NASD filed its 
request to be heard and served the Bank (Doc. No. 11). 
Thereafter in response to an inquiry from the Commission's | 
, staff, the NASD advised, as it had in its request, that the 
| Bank's application did not set forth either a factual or legal 
i basis for the relief requested; that if the Commission ordéred 
an evidentiary hearing the NASD sought participation therein; 
'‘ and that otherwise it would submit briefs and make oral i 
| argument. By order of October 20, 1965 (JA 42), the | 
' Commission established a procedure for briefs and oral argument, 
without an evidentiary hearing, and granted the NASD participation. 
The Commission in that order incorrectly stated that the | 
i Bank had challenged our standing, but by-passed the issue, | 
as it did in its later opinion on the merits (JA 54). The> 
: Bank in a letter of October 6, 1965 to the Commission's 
| Staff (Doc. No.9) had challenged the standing of the 
Investment Company Institute. In a footnote (at p.3) in | 
. the Bank's brief on the merits filed on November 22, 1965, | 
at which time the NASD's brief was also filed and which 

(at p.3) called attention to the Commission's error 
' in its order, the Bank stated that it "does not concede that 
' any of the objectants had the requisite standing to request 
a hearing or to participate in the proceeding, and ecraresedy 
' reserves its rights with respect to this issue". 


—iGe 
CONCLUSION 


For the foregoing reasons, this petition should be granted. 


Respectfully submitted, 


Lloyd J. Derrickson 
General Counsel 
National Association of 
Securities Dealers, Inc. 
888 17th Street, N.W. 
Washington, D.C. 20006 


Joseph B. Levin 
Brown Lund & Levin 


1625 Eye Street, N.W. 
Washington, D.C. 20006 
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The National Association of Securities Dealers, Inc., 
("NASD") respectfully petitions for a rehearing on the merits 
and suggests that the rehearing be in banc. 

The ‘ourt in a per curiam decision (1) affirmed orders 
under the Inves nt Company Act of 1940 ("the Act") entered 
by the Securities and Exchange Commission ("the Commission"), 


which the NASD had challenged on a petition for review, and 


=) 2) 
(2) reversed the District Court in certain appeals involving 
the banking laws in which the NASD was not involved, but | 
which the Court consolidated with the subject presesding for 
decision. (Slip Opinion, hereafter referred to as "Op." p. 3. 
note 1.) ‘The reasons for the Court's action are set forth in 
a concurring opinion of Judge (now Chief Justice) Burger, in 
which Judge Miller concurred, and in a concurring opens of 
Chief Judge Bazelon. (Op. 4) 
i 
Judge Burger emphasized "the need for judicial 

examination of the important questions raised." (Op. 47) 
Indeed, he reluctantly concurred that the appellees had 
standing to sue 

"in order to make a majority holding for 

review of the merits of a subject of such 

importance. I do so in order to reach 

consideration of the merits for such aid 

as some examination at our level may be 


useful to further judicial review." (Op. 36 


Yet the merits are summarily treated in the last two 


paragraphs of his 13 page opinion, without even a reference 
a/ 
to the issues and arguments involved.~ Stating that the Courts 


i/As we read the note on Op. 36, coupled also with other references 
in the opinions (pp. 4 and 48), Judge Burger and Judge Miller did 
not join in the treatment and discussion contained in Judge Bazelon's 
opinion of the merits under the Investment Company Act. | 
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The National Association of Securities Dealers, Inc., 
("NASD") respectfully petitions for a rehearing on the merits 
and suggests that the rehearing be in banc. 

The Court in a per curiam decision (1) affirmed orders 
under the Investment Company Act of 1940 (“the Act") entered 
by the Securities and Exchange Commission ("the Commission"), 


which the NASD had challenged on a petition for review, and 


a 
(2) reversed the District Court in certain appeals involving 
the banking laws in which the NASD was not involved, but 
which the Court consolidated with the subject proceeding] for 
decision. (Slip Opinion, hereafter referred to as "Op." p. 3. 
note 1.) The reasons for the Court's action are set forth in 
a concurring opinion of Judge (now Chief Justice) Burger, in 
which Judge Miller concurred, and in a concurring opinion of 
Chief Judge Bazelon. (Op. 4) 
I 
Judge Burger emphasized "the need for judicial 

examination of the important questions raised." (Op. 47) 
Indeed, he reluctantly concurred that the appellees had 
standing to sue 

"in order to make a majority holding for 

review of the merits of a subject of such 

importance. I do so in order to reach 

consideration of the merits for such aid 

as some examination at our level may be 

useful to further judicial review." (Op. 36 

yet the merits are summarily treated in the last two 


paragraphs of his 13 page opinion, without even a reference 


L 
to the issues and arguments involved.” Stating that the Court's 


1/As we read the note on Op. 36, coupled also with other references 
in the opinions (pp. 4 and 48), Judge Burger and Judge Miller did 
not join in the treatment and discussion contained in Judge Bazelon's 
opinion of the merits under the Investment Company Act. 


a 

“review function is narrow and limited" (Op. 47), the Opinion 's 
consideration of the merits consists essentially of the 
following: 


"The regulatory bodies charged by Congress 
with these large responsibilities have 
construed the grant of power and with their 
accumulated expert experience have decided 
these issues. Their decisions are entitled 
to substantial deference and on this record 
I see no basis for disturbing their 
conelusions." (Op. 48) 


Speaking of “limited judicial review," the Supreme 
Court, however, has cautioned: 


"But where, as here, the review is not of a 
question of fact, but of a judgment as to 
the proper balance to be struck between 
conflicting interests, '[t]he deference owed 
to an expert tribunal cannot be allowed to 
slip into a judicial inertia which results 

in the unauthorized assumption by an agency 
of major policy decisions properly made by 
Congress.'" NLRB v. Brown, 380 U.S. 278, 292 
(1965) 


At issue here is a novel and basic matter of policy- 


whether the Commission is authorized to abandon the explicit 


Congressional prohibition against a bank dominated investment 


company. As Commissioner (now Chairman) Budge pointed out 
in his dissenting opinion: 
"Tf the specific prohibition of the Congress 


in this broad policy area is to be avoided, 
it should be done by the Congress and not 


Aa 


through the granting of ad hoc exemptions 
by the Commission." JA 70 


It 
The opinion of Chief Judge Bazelon acknowledged the 
existence here, in varying degree, of potential conflicts of 
interest in the relationship between the First National city 


Bank and the Commingled Account, an investment company 

managed by the Bank (Op. 20-24). It is respectfully submitted 
| 

that the opinion overlooks and misapprehends matters that go 


to the very heart of the issue before the Court. 


Whether the Commingled Account is like the Snes 
affiliates of the banks in the twenties is irrelevant, as is 
the fact that the Account is subject to supervision by the 
Comptroller of the Currency. Yet these factors became focal 
points of the analysis. (Op. 19-20,24) The opinion, it is 
respectfully submitted, failed to consider and give heed to 


the purpose and function of Section 10 (c) from which the 


Commission granted an Ane Indeed, the opinion simply 


2/section 6 (c) of the Act empowers the Commission to grant an 
exemption from a statutory provision "...if and to the extent 
that such exemption is necessary or appropriate in the public 
interest and consistent with the protection of investors’ and 

the purposes fairly intended by the policy and provisions of this 


title." 


—5— 
appears to disagree with the Congressional judgment embodied 
in Section 10 (c¢). 

The Congressional concern was with conflicts of 
interest that arise from the interlock between an investment 
company, on the one hand, and a commercial bank or other 
business interests, on the other hand. The bank interlock 
had produced some of the worst examples of abuse revealed by 
the Commission's study of investment companies which led to 
the passage of the Act. To contend with the conflicts 
problem, the statute contains a panoply of investor safeguards. 
It prohibits self-dealing, imposes fiduciary obligations on 
investment company managements, and provides for Commission 
supervision, including periodic inspection of investment 
companies, and for various civil and criminal enforcement 
measures. 

But even this arsenal was not enough to deal with the 
conflicts problem, so often subtle and elusive. Congress 
prescribed a further prophylaxis, a "double-barreled" 
protection as it was then described. Various restrictions 


were imposed in Section 10 on the composition of an investment 


company's board of directors. In Section 10 (c) the Congress 


specifically decreed that hereafter "no registered investment 


-6- 
company shall have a majority of its board of directors 
consisting of persons who are officers or directors of ay 
one bank" .2/ This it should be noted was viewed as a compromise 
and a minimum prophylaxis, for there were advocates, including 
commercial bankers themselves, of a complete prohibition | 
against any bank interlock. 

And the Congress meant that the Section 10 (c) 
prophylaxis it had selected as a necessary weapon to contend 
with the conflicts problem should be all embracing, as it 
explicitly stated in Section 10 (c). Indeed, from the Eas 
manner in which Section 10 is structured it is clear that the 
Congress sought to reach investment companies which had no 


resemblance to the securities affiliates of the twenties, 2 


critical point to which the opinion did not address itself. 


3/By 1940 there remained only one or two bank dominated — 
investment companies and they were left untouched under the 
grandfather clause of Section 10 (c¢) so that the section had 
only a prospective effect. 
4/see NASD Brief pp. 8-17; 26-27 and Reply Brief pp. 3, 8, for 
a discussion of the legislative history and statutory provisions. 
5/see NASD Reply Brief, pp. 5-6. To whatever extent, if any, 
it may have affected the opinion's analysis, the Commission 
study of investment companies that led to the passage of ithe 
Act was made, not prior to (Op. 19, note 14), but after the 
adoption of the Glass-Steagall Act. 


= 

The Congressional concern was with the conflicts of 
interest problem generated by the bank interlock and its 
impact on investment companies generally. The remedy Congress 
prescribed, therefore, has, as was intended, general 
application to all investment companies. Certainly there is 
nothing to suggest that the remedy was to be applied 
selectively with a consequent denial to certain investors of 
this important safeguard, particularly where, as here, there 
are acknowledged potential conflicts of interest. 

Reliance in the opinion on the Comptroller's 
supervision as reason for abandoning Section 10 (c) misconceives 
the purpose and function of the section. 

The Congress specifically charged the Commission with 
the supervision of investment companies. The Commission is 


empowered to conduct periodic inspections of investment 


6 
companies comparable to those of the Conperetters matter 


to which the opinion makes not even a reference, although it 
assigns to the Comptroller's supervision a preeminence and 


importance to override Section 10 (c). Congress obviously, 


6/See NASD Reply Brief p. 8. 
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and for good reason, did not consider supervision by a 


government agency, which is a policing and enforcement device, 


as a substitute for a prophylactic rule. Had Congress thought 
otherwise there would have been no need to enact Section 10 (c) 
because it had provided for Commission supervision. ccacnees 
found it necessary in dealing with as difficult a matter as 
the conflicts problem to impose both policing and prophylaxis. 
Moreover, policing, whether done by one agency or two aio 
does not nullify the need for prophylaxis, which seeks to 
achieve compliance by a differenct approach. 
The opinion states (Op. 18): 

"The real issue is whether exemptions 

allowing an extra director on the Bank 

side will undercut the Committee's 

[i.e. the Board of Directors'] watchdog 


role in areas of potential conflict of 
interest." 


The short answer is that the Congress declared that it would 


so do when it drew the line in Section 10 (c). The watchdog 


the Congress insisted upon must be made up of a majority not 
| 
| 
there an effective watchdog. Indeed, what is posed here as 


in bank management. Only then in the statute's view is 


the "real issue" is not one for the Court, or for the 


Commission, to decide. Congress has already made the decision. 


aCe 

It is respectfully submitted that fundamentally the 
opinion seems to disagree with the Congressional judgment 
embodied in Section 10 (c). ‘The characterization of the 
matter at hand as involving “the absence of an independent 
tie-breaker" (Op. 24) reflects a misapprehension as to what 
is at stake. There can be a vast difference generally in © 
the non-bank directors' sense of independence, responsibility 
and initiative, and also in a bank's sense of accountability 
to and impact upon the board, if the bank's presence is felt 
by a minority rather ‘than a majority representation on the 
board. Moreover, even if all that were at stake is "the 
absence of an independent tie-breaker," that by itself is 
critically important. This function is neither to be 
minimized nor disparaged. Who controls the board is a crucial 


factor in corporate life. In any event, the controlling 


consideration here is the fact that Congress drew the permissible 


line in Section 10 (¢) and considered that line the point of 
consequence to achieve the intended prophylactic purpose. 
Whether the Court or the Commission agrees with this judgment 
as to where the line should be drawn, neither has any 
alternative but to enforce it, for this is the policy of the 


statute. 
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Considered in this statutory context, the opinion's 
conclusion (Op. 24) that the Commission made “a fair trade" 
with the Comptroller when it abandoned Section 10 (c) misses 
the point. The question is not whether the trade was fair, 
but whether the Commission was authorized to trade at all. 
For the reasons stated above, the Commission was not empowered 


to bargain away the very remedy the Congress had selected) to 


deal with the conflicts of interest problem. Certainly 
where the problem exists, and admittedly it does here, ae 
the Congress may withdraw this investor safeguard which it 
concluded would be the only effective watchdog where there 


is a bank interlock. 
| 


With respect to the potential conflicts of interest 


themselves, the opinion finds one aspect of the "bird-dog” 
problem particularly troublesome. "Allocation of brokerage 

for the Bank's benefit is a subtler form of self-dealing...and 
one less amenable to control through disclosure and supervision 
by the agencies." (Op. 23) The opinion then observed: : 


"Nonetheless, brokerage may be improperly 
distributed in the course of banks' already | 
extensive securities purchases for the account 
of customers, and it is appropriate to point 
out that Congress apparently did not consider 
this threat to be of critical significance when 
it exempted common trust funds from the Act 
entirely." (Op. 23) | 
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be 
If banks may now/otherwise "improperly" distributing 


brokerage, is this any reason to enlarge the potential 
incidence of impropriety by sterilizing a statutory 
prophylaxis which seeks to prevent abuse? Furthermore, 
there is no warrant for the inference drawn from the 
statutory exception for common trust funds. There was 
no in depth study made of such funds, and the reason for 
the exemption, as explained by the Commission, is: 


"It [Congress] rested this exemption on the 
special considerations that the funds were 
used for bona fide fiduciary purposes rather 
than as a medium for general public invest- 
ment and’ had only a limite impact in the 
investment fund picture.” 


7/The Prudential Insurance Company of America, Investment 
Company Act Release No. 3620, p. 11 (January 22, 1963), 


affirmed 326 F. 2a 383 (c.a.3. 1964), which adopted the quoted 
language, 326 F. 2d at 358; cert. denied, 377 U.S. 953. 
The Commission's report on Commingled or Common Trust 
Funds Administered by Banks and Trust Companies included in its 
study on Investment Trusts and Investment Companies, which led 
to the passage of the Act, states (at p. 1): 
"The Commission, however, did not make the same 
type of study and investigation of the common 
trust funds as it did of investment trusts and 
investment companies. Detailed studies were not 
made either through questionnaires or field 
investigation of individual common trust funds 
to ascertain the economic functions performed by, 
or possible defects and abuses existing in, these 
organizations. This report, therefore, is of 
limited coverage, and merely indicates the nature, 
growth, magnitude, and the present status of the 
regulation, both federal and state, of common 
trust funds." (Empasis added.) 
[continued on next page] 


Sly 
Another aspect of this "bird-dog" problem is 


having the investment company make an investment in order 

to get the banking business from the company whose securities 
the investment company bought” This matter is disposed of 

by reference to the self-dealing prohibitions of the | 
statute (Op. 22, note 17), but, as already pointed out, 

these prohibitions are not reason to deny the n double-barreled” 
protection of Section 10 (c). 


The opinion speaks of "reduced potential conflicts 


of interest in bank sponsored funds." (Op. 24) But the Bank 


will have control of the day to day management of the Account 
(Op. 18), and in these circumstances, the conflicts problem 


rather than being reduced, emerges probably as sharply 


7/{cont.] 

The most recent data referred to in the Commission's 
report on common trust funds was for the year 1935 when there 
were 16 such funds with aggregate assets of only $38,695,000 
(Report, p.4). The Commission pointed out (Report, p.5): | 
"The small number of commingled or common trust funds in | 
existence may be attributable in part to the fact that the 
sponsorship of common trust funds by the banks in the 
Federal Reserve System has been sanctioned by the regulations 
of the Federal Board only since December 1937." 
8/See NASD Brief, p. 28. 


as it ever could. 

The opinion states "that the exemptions would permit 
the establishment of a desired new investment medium..." 
(Op. 19). The desire, of course, is on the part of the 
commercial banks. However, the Congress concluded that a 
bank dominated investment company, certainly where, as here, 
there are potential conflicts of interest, is undesirable 
and not to be visited upon investors. 

This case sets a pattern and similar bank-sponsored 


investment companies are sure to follow. (Op. 35) 


9/see NASD Reply Brief, pp. 2-3. It should be noted that there 
was no evidentiary hearing in which the relationships were 
explored. The only reason given by the Bank in its application 
to justify the requested exemption was that without it the Bank 
would be unable to engage in the investment company business. 
JA 10 
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For the foregoing reasons, this petition and 


suggestion should be granted. 


Respectfully submitted, 


Joseph B. Levin 
Brown Lund & Levin | 
1625 Eye Street, N.W. 
Washington, D.c. 20006 


Lloyd J. Derrickson 
General Counsel 
National Association of 
Securities Dealers, Inc., 

888 17th Street, N.W. 
Washington, D.C. (20006 


July 1969 


CERTIFICATE OF SERVICE 


I hereby certify that, on this 23rd day of July, 1969, 
| 
| 
I made service of the foregoing petition and suggestion by 


mailing copies thereof, postage prepaid, as follows: 


Alan S. Rosenthal, Esq. David Ferber, Esq. 

Department of Justice Solicitor 

Washington, D.C. 20530 Securities and Exchange 
Commission 


G. Duane Vieth, Esq. Washington, D.C. 20549 

1229 Nineteenth St., N.W. 

Washington, D.C. 20036 Stephen Ailes, Esq.' 
Steptoe & Johnson 
1250 Connecticut Avenue, N.W. 
Washington, D.C. 20036 


Joseph B. Tevin 
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IN THE 
UNITED STATES COURT OF APPEALS 


FOR THE DISTRICT OF COLUMBIA CIRCUIT 


United States Court of Appeals 
for the District of Columbia Circuit 


FILED DEC 8 1967 


CLERK 


National Association of 
Securities Dealers, Inc. 


Petitioner, 
v. No. 20,164 
Securities and Exchange Commission 
Respondent, 

First National City Bank, 


Intervenor. 
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ANSWER OF INTERVENOR, FIRST NATIONAL 
CITY BANK, IN OPPOSITION TO PETITION 
FOR A REHEARING EN BANC 
Intervenor, First National City Bank (the "Bank"), 
opposes Petitioner's (NASD) request for a rehearing en banc. 
The decision of this Court handed down November 21, 
1967, is correct. Furthermore, the decision presents no ques-— 
tion of general importance in the law of standing and is entirely 
consistent with all decisions in this Circuit. 


Judge Miller's majority opinion accurately records 


the history of this proceeding, the facts surrounding the 


creation of the Commingled Account by the Bank, and the various 


rulings of the Comptroller of the Currency, the Securities and 


Exchange Commission and the Federal Reserve Board which form 
the background of ‘this proceeding. The petition for rehearing 
contests none of the factual conclusions contained in the 


‘majority opinion, nor indeed could it do So. L 


The decision of the Court can rest upon any of three 
| 


elements peculiar to the instant case; and, in fact, it is 
premised on all three. | 
| 

1. Petitioner is not a direct competitor of the 
Bank nor of its Commingled Account nor has it shown substantial 
injury. Through the Commingled Account, the Bank offers an 
investment service hitherto unavailable to those with large 
sums to invest. The competition for the opportunity to manage 


Investment 


other people's money is not only keen but extensive. 
management is offered to the public, in one form or another, by 
savings banks, savings and loan associations, insurance companies, 


mutual ee and, for that matter, by government: itself in the 


form of a continuous offering of debt obligations. 

Petitioner and its security dealer members are "in 
competition" with the Commingled Account only in the same loose 
sense as countless other salesmen who are competing tor the 
customer's money — real estate salesmen, insurance slesnen, 


automobile salesmen, boat salesmen, and travel agents. 


Simi- 
larly, other business concerns who earn revenue from mutual fund 
advertising may be said to have some stake in the growth of 
mutual funds free from competition by other investment media _ 
which do not advertise. No court has ever held that those so 
remotely, affected have standing to seek review ‘of an adninistra- 


tive order. 


Petitioner here is not comparable to the rival radio 
station given standing in FCC v. Sanders, and to the coal 
companies and others in National Coal Association v. FPC, even 


if these cases were otherwise appropriate which they are not. 


To allow petitioner to obtain review of the SEC order would be 


comparable to giving standing to persons doing business with 

the radio station'in Sanders, or to the railroads and labor 
unions in National Coal Association, even if the railroads and 
unions had been unable (which was not the case) to show substan- 
tial economic injury. The opinions of Judge Miller and Judge 


Burger emphasize this point. (Slip Opinion, pp. 7, 10, 14). 


2. The SEC's order which petitioner seeks to challenge 
is not the basic charter allowing the Commingled Account to do 
business in competition with mutual funds but is only a deter- 
mination that three members of. its governing Committee could be 
affiliated with the Bank, instead of two (Slip Opinion, pp. 10-11). 
It is the SEC's order which is here in issue. That order did not 
authorize the Bank to establish the Commingled Account. It 
merely granted a limited exemption affecting the manner of doing 
business. It is one thing to allow a person to challenge ad- 
ministrative action opening the field to a competitor. It is 
quite another thing to allow everyone affected by business 
rivalry to challenge details of the manner in which a competi- 
tor is or is not organized. Something more than a general claim 
of a competitive relationship and an interest in the outcome ‘are 


required to give standing. 


It is not enough for petitioner to allege the possi- 

- bility of injury. It must be shown that the injury. directly 
flows from the administrative action being challenged. The 
distinction taken by Judge Miller is surely sound in principle. 
The decision of the Court deals only with the limited facts of 
this case and is not in conflict with any other decision of this 


Circuit. 


3. Both Judge Miller and Judge Burger relied upon 
the fact that petitioner, although its standing was challenged, 
made no effort to show either the manner or the extent of the 
alleged economic injury (Slip Opinion, pp. 10, 14). 

The obvious fact is that the interest of the 
is an interest in sales commissions—an interest which 
diametrically opposed to the purposes of the Investment Company 
Act in protecting investors. Moreover, the possibility of 
injury to this interest in ae commissions +s speculative, 
remote and insubstantial. The gist of the NASD's clain is 
that another “no-load mutual fund" has entered the field. 
There will now be 51 instead of 50 such funds. The members 
of the NASD cannot profit from the operations of “no-load” 
funds, but their inability to exact a commission from the Bank’s 
customers is not the kind of injury which should give petitioner 
standing to object to an administrative action Descent to a 
statute designed to protect the investing public. | 

Nowhere in the record before this Court is there any 


evidence — only unsupported, ConcEscry allegations = with 


-4- 


respect to this loose complaint of “injury, nor to support eae 
finding of injury, even to an unprotected interest. Moreoever, 
petitioner specifically waived any claim-to an evidentiary hear- 
ing. This fatal oe ewency in the record is not cured by 
references in the petition for rehearing to speculation by 
government or bank officials as to the amounts of money which 
might be entrusted to the banks rather than to the funds whose 
shares are sold by petitioner's members. 


In sum, the decision now in effect does not present 
the general questions that the petition for rehearing en banc 
seeks to raise. The petition focuses upon certain language 
in the opinions which it employs out of context, and then ig- 
nores the three critical elements of the case upon which the 
decision plainly rests. Clearly, the majority opinions do 


not limit the right to review to one who can "show that it 


has a legal or property right which is adversely affected by 


the order of the administrative agency”. Nor does the deci- 


sion retreat from the rulings of the Supreme Court and other 
decisions of this Circuit giving standing to those who suffer 
immediate and substantial economic injury as 4 direct conse- 
quence of an agency decision awarding a license and to those 
who fall within the so-called “consumer” class. Petitioner's 
difficulty is that it woe ES itself within either of 


these broad categories. 


Since the decision is consistent with prior rulings 
jn the Circuit and no important question of standing is pré- 
: | 


sented, rehearing en banc should be denied. 
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BEFORE THE SECURITIES AND EXCHANGE COMMISSON 
WASHINGTON, D. C. 
In the Matter of 


First Nationa Crry Bank 
399 Park Avenue 
New York, New York 10022 


Investment Company Act of 1940 


Application pursuant to Section 6(c) for order of exemption 
from provisions of Sections 10(b)(3). 10 (c). 10(d)(2), 15(a). 
16(a), 17(£), 17(g). and. $2(a)(2) 


I. Srarement or Facts 


In order to make its investment management services 
available to a larger number of customers, First National 
City Bank (the ‘‘Bank”’), a national banking association, 
proposes to accept custody and investment discretion as to 
minimum accounts of $10,000 pursuant to an agreement 
signed by the customer authorizing the Bank to invest 
such funds, together with the fands of other customers who 
have given the Bank the same authority, in a single Com- 
mingled Investment Account (the ‘‘ Commingled Account’’) 
in which each such customer shares in proportion to the 
amount of his fands which are included. 


The Commingled Account will be established in the State 
of New York pursuant to resolutions of the Board of Direc- 
tors of the Bank and will be operated as a collective invest- 
ment fund pursuant to applicable regulations of the Comp- 
troller of the Currency. Prior to the issuance by the 
Securities and Exchange Commission (the ¢¢Commission’’) 
of any order pursuant to Section 6(c) of the Investment 
Company Act of 1940 (the “¢ Act?’) with respect to any 
exemption requested in this Application, the Commingled 
Account will be registered under the Act as a diversified, 
open-end management investment company. 
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For convenience in defining the proportionate interest 
in the Commingled Account of each participating customer 
(‘‘Participant’’), the Commingled Account will be divided 
into units of participation of equal value. At meetings of 
Participants, each Participant will be entitled to one vote 
for each unit of participation held by such Participant. 
These and other matters relating to the operation of the 
Commingled Account are described in greater detail in the 
proposed Prospectus with respect to the Commingled Ac- 
count (to be filed as part of its registration statement on 
Form S-5 under the Securities Act of 1933) attached hereto 
as Exhibit A. 


At present, no customers of the Bank have been admitted 
to participation in the Commingled Account and the Com- 
mingled Account has no assets. Following the registration 
of the Commingled Account under the Act, it is intended to 
obtain the initial $100,000 required by Section 14(a) of 
the Act through an initial private offering of units of partici- 
pation at $10 per unit to a small group of persons in- 


tending to acquire such units for investment. Following 
the effective date of the Commingled Account’s registration 
statement on Form S-5 under the Securities Act of 1933, 
funds of customers of the Bank will be added to the Com- 
mingled Account as of specified valuation dates, their ac- 
counts being credited with units of participation at the net 
asset value of such units determined for such valuation 
dates. The Commingled Account will have no underwriter. 
The Bank will, as agent for each customer who has signed 
the required authorization, take the necessary steps to have 
the customer’s funds admitted to the Commingled Account. 


The operation of the Commingled Account will be subject 
to the supervision of a committee (the ‘‘Committee’’) of 
at least three persons. The members of the Committee will 
initially be appointed by the Bank. Thereafter, the members 
of the Committee will be elected by the Participants at an- 
nual meetings. It is expected that the first annual meeting 
of the Participants will be held not less than 60 nor more 
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than 90 days after the end of the Commingled Account’s 
first fiscal year. 


One of the purposes of this Application is to seek exemp- 
tion from certain provisions of Section 10 of the Act, as 
more fully discussed below, so that all the members of the 
Committee, except one, may be affiliated persons of the Bank. 
Tf these exemptions are granted, it is intended that all of 
the members of the Committee who will initially be ap- 
pointed by the Bank will be officers of the Bank, except for 
one or more members who will be individuals wholly inde- 
pendent of the Bank. 


Prior to the commencement of operation of the Com- 
mingled Account, it is expected that the Committee will 
enter into a management agreement with the Bank, subject 
to the approval of the Participants at their first annual 
meeting. Pursuant to the agreement, the Bank will maintain 
a continuous investment program for the Commingled Ac- 
count, will determine what securities are to be purchased or 
sold for the Commingled Account and will execute trans- 


actions for the Commingled Account accordingly. The Bank 
will furnish administrative and clerical services required for 
the operation of the Commingled Account, and will act as 
custodian of the securities and other assets of the Com- 
mingled Account. The Commingled Account itself will have 
no officers or employees. A copy of the proposed manage- 
ment agreement is attached hereto as Exhibit B. 


It is expected that the Committee will select, within 30 
days of the establishment of the Commingled Account and 
with the concurrence of members of the Committee who are 
not affiliated with the Bank, a firm of independent public ac- 
countants as the accountants for the Commingled Account’s 
first fiscal year. It is expected that within 30 days before or 
after the beginning of the second fiscal year, the selection of 
the accountants will be renewed by the Committee for such 
second fiscal year. The selection of the accountants for the 
second fiscal year will be submitted for ratification or rejec- 
tion at the first annual meeting of the Participants. 
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II. Rerzvant Srarvrory Provisions 
A. Section 10(b)(3) 


Section 10(b)(3) of the Act provides that no registered 
investment company shall have as director, officer, or em- 
ployee any investment banker, or any affiliated person of 
an investment banker, unless a majority of the board of di- 
rectors of such registered company shall be persons who 
are not investment bankers or affiliated persons of any in- 
vestment banker. The Bank may be deemed to be an ‘‘invest- 
ment banker’’ as defined in Section 2(a) (20) of the Act 
since it from time to time participates in syndicates under- 
writing U. S. Government and municipal obligations. 


B. Section 10(c) 


Section 10(c) of the Act provides that no registered in- 
vestment company shall have a majority of its board of 
directors consisting of persons who are officers or directors 
of any one bank. 


C. Section 10(d)(2) 


Section 10(d) of the Act provides that a registered in- 
vestment company may have a board of directors all the 
members of which, except one, are affiliated persons of the 
investment adviser of such company, or are officers or em- 
ployees of such company, if certain conditions are met. One 
of these conditions (Section 10(d) (2)) is that such invest- 
ment adviser be registered under the Investment Advisers 
Act of 1940 and be engaged principally in the business of 
rendering investment supervisory services as therein de- 
fined. 


D. Section 15(a) 


Section 15(a of the Act provides that it shall be unlawful 
for any person to serve or act as investment adviser of a 
registered investment company, except pursuant to a written 
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contract, which contract, among other things, has been ap- 
proved by the vote of a majority of the outstanding voting 
securities of such registered company. 


E. Section 16(a) 


Section 16(a) of the Act provides that no person shall 
serve as a director of a registered investment company 
unless elected to that office by the holders of the outstanding 
voting securities of such company, at an annual or a special 
meeting duly called for that purpose. 


F. Section 17(f) 


Section 17(f) of the Act provides that a registered man- 
agement company may place and maintain its securities and 
similar investments in the custody of a bank (as defined 
in Section 2(a) (5) of the Act) meeting certain requirements 
as to its capital, surplus and undivided profits, or in the 
custody of such registered company itself, but in such latter 
ease only in accordance with such rules and regulations or 


orders as the Commission may prescribe. Rule 17£-2 issued 
thereunder provides, among other things, that investments 
maintained by a registered management company with a 
bank under an arrangement whereby the directors of such 
company are authorized or permitted to withdraw such 
investments upon their mere receipt are deemed to be in 
the custody of such company and may be so maintained 
only upon compliance with the provisions of Rule 17f-2. 


G. Section 17(g) 


Section 17(g) of the Act provides that the Commission 
is authorized to require by rules and regulations or orders 
for the protection of investors that any officer and employee 
of a registered management investment company who may 
singly, or jointly with others, have access to securities or 
funds of any registered company be bonded by a reputable 
fidelity Insurance company in such reasonable minimum 
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amounts as the Commission may prescribe. The Commis- 
sion has issued Rule 17g-1 prescribing the manner in which 
the amount of such bonds is to be determined and requiring 
certain filings and the giving of certain notices. 


H. Section 32(a)(2) 


Section 32(a) of the Act makes it unlawful for any 
registered management company to file with the Commis- 
sion any financial statements signed or certified by an 
independent public accountant unless certain conditions have 
been met. One of these conditions (Section 32(a)(2)) is 
that the selection of such accountant by the board of direc- 
tors shall have been submitted for ratification or rejection 
at the next succeeding annual meeting of stockholders if 
such meeting be held. 


I. Section 6(c) 


Section 6(c) of the Act provides that the Commission, by 
order upon application, may conditionally or unconditionally 


exempt any person or transaction from any provision of 
the Act or of any rule or regulation thereunder, if and to 
the extent that such exemption is necessary or appropriate 
in the public interest and consistent with the protection of 
investors and the purposes fairly intended by the policy 
and provisions of the Act. 


I. Tae Reovesrep Oxper 
A. Affiliations of Members of Committee 


It is intended that the Commingled Account comply with 
the provisions of Section 10(d) of the Act so that all mem- 
bers of the Committee except one may be affiliated persons 
of the Bank, which will be the Commingled Account’s in- 
vestment adviser. It is impossible, however, to comply with 
paragraph (2) of Section 10(d) since the Bank is by defini- 
tion not an ‘‘investment adviser’? within the meaning of 
Section 202(a)(11) of the Investment Advisers Act of 1940 
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and therefore cannot register under such Act. Moreover, 
while the rendering of investment supervisory services as 
defined in Section 202(a)(13) of the Investment Advisers 
Act of 1940 is an important aspect of the Bank’s business, 
it may be that the Bank is not ‘‘engaged principally’’ in 
rendering such services. Accordingly, an order of the Com- 
mission pursuant to Section 6(c) of the Act is respectfully 
requested exempting the Commingled Account from com- 
pliance with Section 10(d)(2) of the Act so long as the 
Bank shall be acting as investment adviser to the Com- 
mingled Account. 


Tf all but one of the members of the Committee are to be 
persons who are affiliated with the Bank, an exemption from 
Section 10(c) of the Act will also be necessary and an exemp- 
tion from Section 10(b) (3) of the Act may be necessary to 
the extent that the Bank is deemed to be an ‘investment 
banker’? as defined in Section 2(a) (20) of the Act. Accord- 
ingly, an order of the Commission pursuant to Section 6(c) 
of the Act is respectfully requested exempting the Com- 


mingled Account from Sections 10(b) (3) and 10(c) of the 
‘Act to the extent of permitting all but one of the members 
of the Committee to be affiliated persons of the Bank. 


B. Action by Participants 


It is intended to schedule the first annual meeting of the 
Participants on a day which is not less than 60 nor more 
than 90 days after the end of the Commingled Account’s 
first fiscal year. Accordingly, an order of the Commission 
pursuant to Section 6(c) of the Act is respectfully requested 
exempting the Commingled Account from the requirements 
of Sections 15(a), 16(a) and 32(a) (2) of the Act so that 
the Commingled Account may operate for a limited period 
without Participant approval of the management agree- 
ment, without Participant election of the members of the 
Committee, and without Participant approval of the selec- 
tion of independent public accountants, as required, respec- 
tively, by the above Sections of the Act, such exemption to 
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remain effective until action can be taken with respect to 
these matters by the Participants at the first annual meeting 
of the Participants. 


C. Custodian Arrangements and Bonding 


Pursuant to the proposed management agreement with 
the Bank, the portfolio securities and other assets of the 
Commingled Account will be placed and maintained in the 
custody of the Bank, which is a ‘‘bank’’ within the meaning 
of the Act having the qualifications prescribed in para- 
graph (1) of Section 26(a) of the Act for the trustees of 
unit investment trusts, and the members of the Committee 
will not be authorized or permitted to withdraw such invest- 
ments upon their mere receipt. However, because the Bank 
and the Commingled Acount may not be deemed to be sepa- 
rate entities, it might be contended that the Commingled 
Account will be deemed to have placed and maintained its 
securities and similar investments in its own custody, in 
which case Rule 17f-2 of the Commission might be deemed 
to be applicable. Accordingly, in order of the Commission 
pursuant to Section 6(c) of the Act is respectfully requested 
exempting the Commingled Account from compliance with 
Rule 17f-2 of the Commission so long as the securities and 
other assets of the Commingled Account are placed and 
maintained in the custody of the Bank pursuant to the pro- 
visions of the proposed management agreement or provi- 
sions substantially similar thereto. 


The Commingled Account will not have officers and em- 
ployees and, accordingly, it would seem that the provisions 
of Section 17(g) of the Act and Rule 17g-1 of the Commis- 
sion are inapplicable. However, because the Bank and the 
Commingled Account may not be deemed to be separate 
entities, the provisions of Section 17 (g) of the Act and 
Rule 17g-1 of the Commission might be deemed to be appli- 
cable to the officers and employees of the Bank having access 
to the securities or funds of the Commngled Account. Ac- 
cordingly, an order of the Commission pursuant to Section 
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6(c) of the Act is respectfully requested exempting the Com- 
mingled Account from compliance with Rule 17g-1 of the 
Commission so long as the securities and other assets of 
the Commingled Account are placed and maintained in the 
custody of the Bank pursuant to the provisions of the pro- 
posed management agreement or provisions substantially 
similar thereto. 


TV. GROUNDS FOR THE REQUESTED ORDER 


The exemptions hereby applied for are necessary and 
appropriate in the public interest and consistent with the 
protection of investors and the purposes intended by the 
policy and provisions of the Act. The granting of the ex- 
emptions requested under Section 10(c) and 10(d) (2) of the 
Act will permit the Bank to offer its management services 
to a larger number of customers without in any way detract- 
ing from the protection afforded by the Act to investors. 
Section 10(d) was expressly included in the Act ‘‘to take 
care of certain types of investment companies which are 
closely affiliated with investment advisers and which are 
designed primarily to make available this medium of di- 
versification of investment to the smaller customers of 
these advisers.’? Senate Rep. No. 1775, 76th Cong., 3d Sess., 
p. 14 (1940). These are precisely the aims of the Com- 
mingled Account. Unless an exemption from Section 10(c) 
of the Act is granted, the Bank will be effectively precluded 
from providing an investment advisory service to customers 
whose investment funds are not sufficiently large to justify 
the expense of individual investment management. The 
failure of the Commingled Account to meet the test of Sec- 
tion 10(d) (2) is merely a technical failure, resulting from 
the fact that it was not considered necessary to subject 
banks to the regulatory scheme of the Investment Advisers 
Act of 1940 and they were therefore exempted. 


With respect to the requested exemption from Section 
10(b) (3) of the Act, it should be noted that Section 10(f) of 
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the Act would prohibit purchases for the Commingled Ac- 
count, during the existence of any underwriting or selling 
syndicate, of any security a principal underwriter of which 
is an investment adviser of the Commingled Account. It is 
intended that the Commingled Account comply with the pro- 
visions of Section 10(f) and, accordingly, the choice of 
investments for the Commingled Account will not be influ- 
enced by the fact that the Bank may be a member of under- 
writing syndicates. 


In order to permit the Commingled Account to be es- 
tablished, to register under the Act, to obtain its initial 
$100,000 and to have its registration statement on Form 
S-5 under the Securities Act of 1933 become effective, it will 
be necessary to organize the Committee, to enter into the 
management agreement and to select the independent public 
accountant for the Commingled Account. There will, how- 
ever, be no Participants (or only a limited number of Par- 
ticipants) during such period and it will therefore not be 
possible to have such matters acted upon by a significant 
number of Participants until some time after the effective 
date of the Commingled Account’s registration statement 
under the Securities Act of 1933. Accordingly, exemption 
is requested from the provisions of Sections 15(a), 16(a) 
and 32(a) (2) of the Act for a limited time, with appropri- 
ate safeguards. The management agreement with the Bank 
will be contingent upon approval by a vote of Participants 
having a majority interest in the Commingled Account at 
the first annual meeting of Participants, and the provisions 
of such agreement will be summarized in the Prospectus 
delivered to each Participant. Similarly, the Participants 
will have an opportunity to elect the members of the Com- 
mittee at the first annual meeting and to accept or reject 
the appointment of the independent public accountants 
with respect to the Commingled Account’s second fiscal year. 
In similar cases the Commission has issued exemptions for 
a limited period for new companies unable to comply with 
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the above provisions of the Act. Accordingly, the granting 
of these limited exemptions until the first annual meeting 
of Participants is founded on established practice by the 
Commission and is necessary and appropriate in the public 
interest and consistent with protection of investors and the 
purposes of the Act. 


With respect to the exemptions requested under Rules 
17£-2 and 17g-1 of the Commission, the Participants will be 
adequately protected without requiring compliance with the 
above provisions. The Bank will maintain custody of the 
investments of the Commingled Account in the same man- 
ner in which custody of investments is maintained for other 
fiduciary accounts of the Bank, and its officers and em- 
ployees will be adequately bonded. Tts procedures and 
practices in these respects are subject to control and super- 
vision by governmental authorities having supervision over 
banks. 


V. CONSENT TO USE OF THIS DOCUMENT IN EVIDENCE 


Pursuant to Rule 0-2(f) of the Commission, the Bank 
hereby offers this Application and all Exhibits hereto and 
all amendments hereof hereafter made, in evidence at any 
hearing with respect to the action herein sought, and re- 
quests that the orginal, a duplicate original, or a photocopy 
of this Application and any and all amendments hereof, 
whether executed hereafter or concurrently herewith, be 
offered in evidence on behalf of the Bank and be received 
in evidence as an exhibit of the Bank in any such proceeding 
before the Commission, or any officer thereof or any Trial 
Examiner designated thereby, and that the verification of 
this Application and any amendment hereof be considered 
as if the persons signing such verification had personnally 
appeared and testified orally under oath, duly administered, 
in any such proceeding to the statements contained in such 
verification. 
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VI. Avrmorizations 


Hulbert W. Tripp is authorized to sign and file this Ap- 
plication on behalf of the Bank by virtue of the authority 
vested in him as a Senior Vice-President of the Bank. See- 
tion 8 of Article IV of the By-Laws of the Bank provides in 
pertinent part as follows: 


“The Board of Directors may appoint one or more 

Senior Vice-Presidents of the Association. Each Senior 

Vice-President shall have general executive powers, as 

well as the specific powers conferred by these By- 
aws.’ 


Section 2 of Article X of the By-Laws of the Bank provides 
in pertinent part as follows: 


“‘All agreements, indentures, mortgages, deeds, con- 
veyances, transfers, certificates, declarations, receipts, 
discharges, releases, satisfaction, settlements, petitions, 
schedules, accounts, affidavits, bonds, eens, 
proxies and other instruments or documents may be 
signed, executed, acknowledged, verified, delivered or 
accepted in behalf of the Association by the Chairman, 
or the President, or the Chairman of the Executive 
Committee, or any Vice-Chairman, or any Executive 
Vice President, or the Chairman Credit Policy Com- 
mittee, or the Vice-President Operations, or any Senior 
Vice-President . ... The provisions of this Section 2 
oe supplementary to any other provision of these By- 
aws.’ 


The authority vested in Hulbert W. Tripp as a Senior Vice- 
President by these provisions of the By-Laws has not been 
limited in any respect which would detract from his author- 
ity to sign and file this Application. 

Dated: August 23, 1965 


FIRST NATIONAL CITY BANK 
/s/ Houisert W. Tarp 

Houxsert W. Tree 

Senior Vice-President 
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Scare or New York ma 
County or New York sie 


The undersigned, being duly sworn, deposes and says 
that he has duly executed the foreging Application, dated 
August 23, 1965, for and on behalf of First National City 
Bank; that he is a Senior Vice-President of such Bank; 
and that all corporate action necessary to authorize de- 
ponent to execute and file such instrument has been taken. 
Deponent further says that he is familiar with such instru- 
ment, and the contents thereof, and that the facts therein 
set forth are true to the best of his knowledge, information 
and belief. 

/s/ Hurserr W. Tarr 
Husert W. Trp 


Subscribed and sworn to 
before me, a Notary Public, 
this 23rd day of August, 1965. 


/s/ Axx M. Batsamo 


Ann M. Batsamo 

Notary Public 

State of New York 

No. 24-0147535 

Qualified in Kings County 

Cert. Filed in New York County 
Commission Expires March 30, 1967 
[Official Seal] 
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Exhibit A 
PROSPECTUS 
DRAFT—Angust 19, 1965 


Prospectus 
Fresr Nationan Crry Banx 
399 Park Avenue 
New York, New York 


COMMINGLED INVESTMENT ACCOUNT 


In order to make its investment advisory services avail- 
able to a larger number of customers, First National City 
Bank (the ‘‘Bank’’) accepts custody and investment dis- 
cretion as to accounts with a minimum amount of $10,000 
pursuant to an agreement signed by the customer authoriz- 
ing the Bank to invest such funds, together with the funds 
of other customers who have given the Bank the same 
authority, in a single collective account (the ‘‘Commingled 
Account’’) in which each such customer shares in proportion 
to the amount of his funds which are included. 


Supervision and Management 


THIS OFFERING HAS NOT BEEN APPROVED OR DISAPPROVED BY THE 
SECURITIES AND EXCHANGE COMMISSION NOR HAS THE COMMIS- 
SION PASSED UPON THE ACCURACY OR ADEQUACY OF THIS PROS- 


PECTUS. ANY REPRESENTATION TO THE CONTRARY IS A CRIMINAL 
OFFENSE, 


Supervison of the Commingled Account is in the hands 
of a committee (the ‘‘Committee’’) of officers of the 
Bank together with individual(s) entirely independent 
of the Bank. The Bank is responsible for the management 
of the investments in the Commingled Account, as more 
fully described under the heading ‘‘Management Services”’, 
and the full facilities and resources of the Bank are avail- 
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able for investment analysis and research, review of cur- 
rent economic conditions and trends, and consideration of 
long-range investment policy. 


Investment Policy 


The policy of the Commingled Account is to invest in 
securities which offer the opportunity for long-term growth 
of capital and income. Investments are made principally 
in common stocks and in securities convertible into common 
stocks, but, depending upon the Bank’s interpretation of 
business, economic and market conditions, all or part of the 
funds of the Commingled Account may be invested at any 
time in other securities, including corporate preferred 
stocks, bonds, debentures or other evidences of indebtedness, 
and obligations issued or guaranteed by the United States 
or an instrumentality thereof. 


The funds in the Commingled Account are invested in 
a carefully selected portfolio diversified among various in- 
dustries, and it is not intended to concentrate more than 
25% of the Commingled Account in investments in any one 
particular industry. Purchases and sales of securities will 
be made on the basis of investment considerations and not 
for short-term profit. 


The foregoing investment policies and the investment 
restrictions stated below may be changed only when per- 
mitted by law and consented to by the vote of a majority 
of the units of participation in the Commingled Account. 


Investment Restrictions 


Funds in the Commingled Account will not be lent to 
others, used in the underwriting of securities, applied to 
the purchase of real estate, commodities or commodity con- 
tracts, invested in companies for the purpose of exercising 
control or management or invested in the securities of in- 
vestment companies. At least 75% of the portfolio will be 
represented by cash and cash items, securities issued or 
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guaranteed by the United States or an instrumentality 
thereof and securities which, as to any one issuer, do not 
represent more than 10% of the voting securities of such 
issuer or more than 5% of the value of the assets in the 
Commingled Account. The Commingled Account will not 
engage in margin transactions or short sales, participate in 
a joint trading account, or borrow money. 


The Commingled Account is also subject to applicable 
rules and regulations of the United States Comptroller of 
the Currency and to certain provisions of the Investment 
Company Act of 1940 and the rules and regulations of the 
Securities and Exchange Commission thereunder, including 
restrictions on transactions with affiliated persons, on 
changes in its investment policy and on the investment of 
its assets in certain specified types of companies. (The 
registration of the Commingled Account under the Invest- 
ment Company Act of 1940 does not involve any supervision 
by the Securities and Exchange Commission of the manage- 
ment or investment practices or policies of the Commingled 
Account.) 


Units of Partwipation 


For convenience in determining the proportionate interest 
in the Commingled Account of each participating customer 
(‘‘Participant’’), the Commingled Account is divided into 
units of equal value, and the proportionate interest of each 
Participant is expressed by the number of such units allo- 
cated to such Participant. Each unit represents an equal 
interest in the Commingled Account and no unit has priority 
or preference over any other with respect to any liquida- 
tion of the Commingled Account or any other rights or 
privileges. The number of units of participation is not 
limited. Fractional units are not used. No Participant has 
or is deemed to have exclusive ownership of any particular 
asset or investment of the Commingled Account. 


A receipt is issued to each Participant showing the units 
of participation credited to his account. The receipts are not 
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themselves transferable. Units of participation may be 
transferred only to persons who have validly appointed the 
Bank as managing agent, by application to the Bank ac- 
companied by the surrender of receipts for the units to be 
transferred. Transfer of less than the total participation of 
a Participant is permitted only if the aggregate net asset 
value both of the units remaining in the transferor’s ac- 
count after the transfer and of the units to be transferred 
is not less than $10,000 each. 


Determination of Net Asset Value 


The original value of each unit of participation upon the 
establishment of the Commingled Account was arbitrarily 
set at $10, and Participants included prior to 12:00 mid- 
night, New York time, , 1965, acquire one unit for 
every $10 invested. Thereafter, the net asset value of each 
unit is determined as of the close of business on each of the 
specified valuation dates by dividing the net asset value of 
the Commingled Account as of the close of business on such 


valuation date by the number of units of participation then 
outstanding, the result being adjusted to the nearer cent. 


The valuation dates as of which the net asset value of 
the Commingled Account is determined are: (a) every Tues- 
day (commencing Tuesday, , 1965), if a day 
(a ‘Business Day’’) on which both the Bank and the New 
York Stock Exchange are open for business, or if not a 
Business Day, then the next sueceeding day which is a Busi- 
ness Day, (b) any other day (commencing Wednesday, 

, 1965) as of which the net asset value of the 
Commingled Account is determined for the purpose of 
permitting terminations as provided under the heading 
“Termination of Participations,’’ and ( c) in any event, on 
the last day of ’ and 
in each year. The Committee shall be free at any time and 
from time to time to change the valuation dates described 
jn clause (a) above upon 30 days’ notice to the Participants, 
provided that the frequency of such valuation dates shall 
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not be decreased to less than a weekly basis without the 
consent of Participants holding at the time of consent a 
majority of the units of participation. 


The net asset value of the Commingled Account is an 
amount which reflects calculations made as follows (with 
estimates used where necessary or appropriate) : 


(1) A security listed on a national stock exchange 
is valued at its last sale price on such exchange on the 
date as of which it is valued, or if such exchange is not 
open on such date, then at its last sales price on the 
next preceding date on which such exchange was open. 
If no sale is reported for such date, the security is 
valued at an amount not higher than the closing asked 
price nor lower than the closing bid price. 


(2) Securities not listed on a national stock exchange 
and every other asset of the Commingled Account are 
valued at their fair market value as of the close of 
business on the valuation date, determined either by 
reference to values supplied by a generally accepted 
pricing or quotation service or by taking into considera- 
tion quotations furnished by one or more reputable 
sources, such as pricing or quotation services, securities 
dealers, brokers or investment bankers, values of com- 
parable property, appraisals or such other information 
or circumstances as the Committee considers relevant. 


(3) An investment purchased and awaiting payment 
against delivery is included for valuation purposes as 
a security held, and the cash account is adjusted to re- 
flect the purchase price, including brokers’ commis- 
sions and other expenses incurred in the purchase there- 
of but not disbursed as of the valuation date. 

(4) An investment sold but not delivered pending 
receipt of proceeds is valued at the net sales price. 

(5) Brokers’ commissions, taxes and other expenses 
which may be incurred in connection with the future 
purchase or sale of portfolio securities as a result of 
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admissions to or terminations of participations occur- 
ring as of the valuation date are not considered in 
valuing the assets of the Commingled Account as of 
such valuation date. 


(6) Uninvested eash is valued at its face amount. 


(7) The value of any dividends, including stock 
dividends, or rights which may have been declared on 
securities in the portfolio but not received by the Com- 
mingled Account as of the close of business on the 
valuation date are included as an asset of the Com- 
mingled Account if the security upon which such divi- 
dends or rights were declared is included and is valued 
ex-dividend or ex-rights. 


(8) Interest accrued on any interest-bearing security 
in the portfolio is included as an asset of the Comming- 
led Account if such accrued interest is not otherwise 
included in the valuation of the underlying security. 
Other accrued income is also included to the date of 
calculation. 


(9) All reserves, liabilities, expenses, taxes and other 
charges due or accrued which in the discretion of the 
Committee are properly chargeable to the Commingled 
Account up to the date of calculation are deducted. An 
estimate of the fee chargeable by the Bank for invest- 
ment management and other services and accrued to 
date is included as an expense. 


(10) Each admission to and termination of a partici- 
pation is reflected no later than in the calculation of 
net asset value as of the first valuation date following 
the valuation date as of which such admission or term- 
ination takes place, but no such admission or termina- 
tion taking place as of a valuation date is taken into 
consideration in the calculation of net asset value for 
such date. 
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The computation of the net asset value of the Commingled 
Account and of the units of participation as of each valua- 
tion date is completed within the two Business Days next 
following such date. 


Admission to the Commingled Account 


Each admission to participation in the Commingled Ac- 
count is made on the day the written request of the Bank 
for such admission is received by the Committee, if such 
day is both a valuation date and a Business Day, or, if 
such day is not both a valuation date and a Business Day, 
on the next succeeding day which is both, and is made on 
the basis of the net asset value of the units of participation 
as determined for such valuation date. 


The minimum acceptable initial participation by any 
Participant is the largest number of full units that can be 
acquired for $10,000. Except for units of participation ac- 
quired upon a distribution of net long-term capital gains 
(see ‘‘Distributions and Federal Tax Status’’), each sub- 
sequent additional participation acquired by a Participant 
must be at least the largest number of full units that can 
be acquired for $1,000. In no event, however, will a partici- 
pation be accepted if as a result of such investment the 
Participant would hold units of participation the aggregate 
net asset value of which would exceed either (a) $500,000 
or (b) 10% of the then net asset value of the Commingled 
Account. 


Termination of Participations 


A participation may be terminated in whole or in part, 
on the basis of the net asset value of the units of participa- 
tion being terminated and without any charge for termina- 
tion, pursuant to an irrevocable written notice of termina- 
tion, accompanied by the receipt or receipts issued to the 
Participant with respect to the units of participation being 
terminated, delivered to any office of the Bank on any day 
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on which the Bank is open for business. However, no 
Participant may terminate less than all of his units of 
participation in any case where the aggregate net asset 
value of the units remaining would be less than $10,000. 
Tf delivery of a notice of termination, accompanied by the 
receipt or receipts issued with respect to the units of 
participation being terminated, is made before 1:00 P.M. 
(New York City time) on a Business Day, the net asset 
value is determined as of the close of business on that day. 
If such delivery is made after 1:00 P.M. on a day which 
is a Business Day or is made at any time during a day 
when the Bank is open but the New York Stock Exchange is 
not open, the net asset value is determined as of the close 
of business on the next day on which the New York Stock 
Exchange is open. The value of units of participation on 
termination may be more or less than the Participant’s 
cost, depending on the market value of the securities held 
by the Commingled Account at the time of termination. 


If the Bank is notified of the death or adjudicated in- 
competency of any Participant, such notification shall be 
treated as a notice of termination of the participation owned 
by such Participant. Such notice of termination need not 
be accompanied by the receipt or receipts issued to the 
Participant with respect to the units of participation being 
terminated, but the Bank shall use its best efforts to have 
such receipt or receipts surrendered as soon as reasonably 


practicable thereafter. 


Distributions upon termination of participations nor- 
mally will be made in cash within seven days of the day 
on which the notice of such termination is delivered to the 
Bank. However, if in its sole discretion the Committee 
deems it advisable or necessary, such distributions may be 
made ratably in kind, or partly in cash and partly ratably 
in kind, provided that all distributions as of any one valua- 
tion date are made on the same basis. In addition, the right 
to terminate a participation or to receive a distribution 
with respect to any such termination within seven days 
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as stated above may be suspended for any period during 
which trading on the New York Stock Exchange is restricted 
or such Exchange is closed (other than customary week- 
end and holiday closing), for any period during which an 
emergency exists as a result of which disposal of portfolio 
securities or determination of the net asset value of the 
Commingled Account is not reasonably practicable, and 
for such other periods as the Securities and Exchange 
Commission may by order permit. If at the time of any 
suspension of the right to receive distributions a Partici- 
pant shall have given a notice of termination but shall 
not yet have received a distribution, such Participant shall 
have the right to withdraw the notice of termination. 


Distributions and Federal Tax Status 


Cash distributions from the net investment income of 
the Commingled Account will be made to the Participants, 
ratably on their units of participation, at least quarter- 
annually. It is the policy of the Committee to distribute 
each year substantially all of the net income (including the 


excess, if any, of net short-term capital gain over net long- 
term capital loss) of the Commingled Account. For Federal 
income tax purposes, each such distribution will be taxable 
to each Participant as ordinary income. 


Distribution of net long-term capital gains realized from 
the sales of securities in the Commingled Account will be 
made to Participants, ratably on their units of participa- 
tion, on an annual basis shortly before or after 

, the end of the Commingled Account’s fiscal 
year. Such distributions will be paid in full units of partici- 
pation taken at their net asset value (with any balance 
payable in cash) unless the Participant elects to receive 
payment entirely in cash, and will be taxable to each Par- 
ticipant, whether taken in units of participation or in cash, 
as long-term capital gain irrespective of the length of time 
he has been a Participant. To the extent that the net asset 
value of units of participation is reduced below a Partici- 
pant’s cost by distribution of net long-term capital gain 
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realized on the sale of securities, such distribution is in 
effect a return of capital, although taxable as stated above. 
Distributions of net long-term capital gain are not eligible 
for the $100 dividend-received exclusion. 


The Commingled Account expects to qualify as a ‘‘regul- 
lated investment company” within the meaning of the In- 
ternal Revenue Code. (Such regulation does not involve 
supervision of management or investment practices or poli- 
cies.) As such, and by complying with the provisions of the 
Code applicable to regulated investment companies, the 
Commingled Account will be relieved of liability for Fed- 
eral income tax on net income and net long-term capital 
gains which are distributed. 


Management Services 


The Commingled Account is managed by the Bank Pur- 
suant to a management agreement (subject to the approval 
of the Participants at their first annual meeting, scheduled 
for , 1966). The agreement provides that 


the Bank will maintain a continuous investment program 
for the Commingled Account, not inconsistent with its 
stated investment policy. The Bank will determine what 
securities are to be purchased or sold for the Commingled 
Account and will execute transactions for the Commingled 
Account accordingly. The agreement further provides that 
the Bank agrees to furnish all custodian, administrative 
and clerical services, office space and facilities required for 
the operation of the Commingled Account and to reimburse 
the Commingled Account for the compensation and expenses, 
if any, paid by the Commingled Account to the members of 
the Committee. The Bank also agrees to pay all costs and 
expenses arising in connection with the organization of 
the Commingled Account, including its initial registration 
and qualification under the Federal securities laws and 
under other applicable regulatory requirements, but the 
cost of maintaining such registration and qualification 
(other than the cost of printing, publication and distribution 
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of current reports to Participants, which will be paid by 
the Bank) will be an expense of the Commingled Account. 
The cost of independent professional services, such as legal, 
auditing or accounting services (other than in connection 
with the organization of the Commingled Account), and the 
cost of preparation and distribution of notices to Partici- 
pants and proxy statements will also be expenses of the 
Commingled Account. 


For the Bank’s services, the Commingled Account is 
charged as of the last day of each fiscal quarter with a fee 
payable to the Bank equal to 14th of 1% of the average 
of the net asset values of the Commingled Account taken 
on each valuation date during such quarter. 


The management agreement is renewable annually after 

, 1967, provided that such continu- 

ance is approved annually by the Committee, including a 
majority of the members of the Committee who are not 
directors, officers or employees of the Bank, or by the vote 


of Participants having a majority of the units of participa- 
tion. The agreement may, on sixty days’ notice, be termi- 
nated by the Committee, by the vote of Participants having 
a majority of the units of participation, or by the Bank, 
and will terminate automatically if assigned by the Bank. 
Amendments of the agreement must have the approval of 
the Comptroller of the Currency. 


Members of the Committee 


The members of the Committee and their principal oc- 
cupations during the past five years are as follows: 


Principal 
Name Address Occupations 


No compensation is paid out of the Commingled Account 
to any of the members of the Committee who are affiliated 
with the Bank. Compensation may be paid to the members 
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of the Committee who are not affiliated with the Bank, but 
the Commingled Account will be reimbursed by the Bank. 


Meetings of Participants 


A meeting of Participants for electing members of the 
Committee and approving the appointment of auditors for 
the year and for transacting other business is held annually 
at A.M. on the first in , 
if not a legal holiday, or, if a legal holiday, then on the next 
succeeding day not a legal holiday. Special meetings of 
Participants may be called at any time by any member 
of the Committee. 


All Participants’ meetings are held at 399 Park Avenue, 
New York City, unless a different place of meeting within 
the City of New York is specified in the notice of the meet- 
ing. Notice of the time, place and purpose or purposes of 
each meeting is mailed, at least 20 days, but not more than 50 
days, prior to the meeting, to each Participant, at his ad- 
dress as it appears on the books of the Bank at the time 
of such mailing, except that persons becoming Participants 
after the mailing of such notice shall receive notice of the 
meeting at the time they become Participants. Notice of any 
adjourned meeting need not be given. 


Each Participant is at every meeting of Participants 
entitled to one vote in person or by proxy for each unit 
of participation held by such Participant. 


Except as otherwise required by provisions of the In- 
vestment Company Act of 1940, all matters (other than 
the election of members of the Committee) are decided by 
a vote of the majority of the votes validly cast. The vote 
upon any question is by ballot whenever requested by any 
Participant but, unless such a request is made, voting may 
be conducted in any way approved by the meeting. The right 
to vote by proxy exists only if the instrument authorizing 
such proxy to act has been executed in writing by the 
Participant or by his duly authorized attorney. 
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The presence at any Participant’s meeting, in person 
or by proxy, of Participants holding units of participation 
aggregating a majority of the total number of units con- 
stitutes a quorum for the transaction of business. In the 
absence of a quorum, a majority in interest of the Partici- 
pants present in person or by proxy, or if no Participant 
is present in person or by proxy, any member of the Com- 
mittee present, may adjourn the meeting sine die or from 
time to time. Any business that might have been transacted 
at the meeting originally called may be transacted at any 
adjourned meeting at which a quorum is present. 


Election of Members of the Committee 


The Committee consists of members, which num- 
ber may be increased or decreased by resolution of the 
Committee or action of the Participants, provided that the 
number of members shall not be less than three. Each mem- 
ber (whenever elected) holds office until his successor has 
been elected and qualified unless he resigns or his office 
becomes vacant by his death or removal. 


At least one member of the Committee at all times shall 
be a person who is not affiliated with the Bank. The members 
of the Committee are elected annually, by a plurality of 
the votes cast at such election, at the annual meeting of 
Participants, or, in the event of any failure to elect the mem- 
bers at the annual meeting, at a special meeting of Partici- 
pants, provided that the notice of such special meeting shall 
mention such purpose. 


If any vacancy occurs in the Committee by reason of death, 
resignation, removal or otherwise, or if the authorized 
number of members of the Committee is increased, the 
members then in office continue to act, and such vacancies 
or newly created memberships (if not previously filled by 
the Participants at an annual or special meeting) may be 
filled by a majority vote of the members then in office, al- 
though less than a quorum, provided that immediately after 
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filling such vacancy at least two-thirds of the members then 
holding office have been elected to such office by the Partici- 
pants. In the event that at any time (other than the time 
preceding the first annual meeting of Participants) less than 
a majority of the members holding office at that time were 
so elected by the Participants, a meeting of the Participants 
shall be held promptly, and in any event within 60 days, 
for the purpose of electing members to fill any existing 
vacancies in the Committee unless the Securities and Ex- 
change Commission shall by order extend such period. 


Accounting Records, Audits and Financial Reports 


The accounting records of the Commingled Account are 
kept on the basis of a fiscal year ending on the last day of 
of each year. 


At least semiannually, the accounting records of the Com- 
mingled Account are audited by Haskins & Sells, or other 
independent public accountants selected in accordance with 
the provisions of the Investment Company Act of 1940. The 


compensation and expenses of the auditors are charged 
against and payable out of the assets of the Commingled 
Account. 


The Commingled Account, at least semiannually, trans- 
mits to Participants reports, based on the audit, containing 
such financial statements and other information as is re- 
quired by applicable laws and regulations. The cost of 
printing, publication and distribution of such reports to 
Participants is borne by the Bank. 


Termination of the Commingled Account 


The Commingled Account will continue without limitation 
of time, provided that the Committee may, if authorized 
by the vote of Participants having a majority of the units 
of participation, at any time terminate the Commingled 
Account. Thereafter, no further moneys shall be admitted 
to a participation and no terminations shall be permitted, 
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and the Committee shall, after all expenses and liabilities 
of the Commingled Account are paid or satisfied, distribute 
at one time or from time to time the assets of the Comming- 
led Account to the Participants, either in cash or ratably 
in kind, or partly in cash and partly in kind, provided that 
all distributions as of any one date shall be made on the 
same basis. 


Status of Commingled Account 


The Commingled Account was established in the State 
of New York on , 1965 and is operated as a 
collective investment fund pursuant to applicable regula- 
tions of the Comptroller of the Currency. The Commingled 
Account is also deemed to be a diversified, open-end manage- 
ment company within the meaning of the Investment Com- 
pany Act of 1940. 

, 1965 
Members of the Committee 


Exhibit B 
MANAGEMENT AGREEMENT 
DRAFT—April 12, 1965 
Frmsr Nationa, Crry Banx 
, 1965 
To: Committee for Commingled Investment Account 


This will confirm the arrangements for management, 
supervision and custody of the funds of customers invested 
through the Commingled Investment Account (the ‘‘Com- 
mingled Account’’), as follows: 


1. Investment Management Services. First National City 
Bank (the ‘‘Bank’’) will manage the investment and re- 
investment of funds in the Commingled Account. Specific- 


30 


ally, the Bank will maintain a continuous investment pro- 
gram for the Commingled Account, not inconsistent with 
its investment policy as set forth in the registration state- 
ment of the Commingled Account, as from time to time 
amended, under the Investment Company Act of 1940 and 
in the prospectus of the Commingled Account currently in 
use under the Securities Act of 1933. The Bank will deter- 
mine what securities are to be purchased or sold for the 
Commingled Account and will execute transactions for the 
Commingled Account accordingly. The Commingled Account 
will have the benefit of the investment analysis and re- 
search, the review of current economic conditions and trends 
and the consideration of long-range investment policy now 
generally available to investment advisory customers of 
the Bank. The Bank will determine what portion, if any, 
of the Commingled Account should be held uninvested and 
what portion, if any, should be invested in Government 
obligations. 


9. Allocation of Costs and Expenses. Members of your 
Committee who are officers or employees of the Bank shall 
receive no separate compensation for their services for the 
Commingled Account. The Bank shall, however, reimburse 
the Commingled Account for such compensation and ex- 
penses, if any, as the Committee shall have authorized to 
be paid out of the Commingled Account to any member who 
is not an officer or employee of the Bank. The Bank will 
furnish, without expense to the Commingled Account, such 
administrative and clerical services, including the calcula- 
tions of asset value, that are required to be made for the 
Commingled Account, and such office space and facilities as 
may be required, and will maintain up-to-date records of 
the Participants in the Commingled Account, their addresses 
and the extent of their participations. Except to the extent 
required by the Comptroller of the Currency to be paid by 
the Bank, the following amounts will be paid directly from 
the Commingled Account: 
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(a) brokers’ commissions, 


(b) cost of independent professional services, such 
as legal, auditing or accounting services, 


(c) taxes or governmental fees attributable to trans- 
actions for the Commingled Account or to income from 
Commingled Account assets, 


(a) cost of maintaining the registration and quali- 
fication of the Commingled Account under laws ad- 
ministered by the Securities and Exchange Commission 
or under other applicable regulatory requirements (ex- 
cept that the cost of printing, publication and distribu- 
tion of current reports to Participants will be paid by 
the Bank), and 


(e) cost of preparation and distribution of notices 
to Participants and proxy statements. 


The Commingled Account shall in no event be charged with 
any costs, fees or other expenses arising in connection with 


the organization of the Commingled Account, including 
its initial registration and qualification under the Invest- 
ment Company Act of 1940 and under the Securities Act 
of 1933, the initial determination of its tax status and any 
rulings obtained for this purpose, its qualification under 
the laws of any State or its approval by the United States 
Comptroller of the Currency or any other Federal authority, 
and all of such costs, fees and expenses have been or will 
be paid by the Bank. 


3. Custody and Safekeeping. The Bank will have custody 
of and keep safely at all times the assets of the Commingled 
Account. Securities included among such assets (other than 
bearer securities) shall be registered in the name of the 
Bank or one of its registered nominees, with or without 
indication of fiduciary capacity. The Bank shall be fally 
responsible for the fidelity and liabilities of any such nom- 
inee. 
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4. Transactions in the Account. All transactions of pur- 
chase or sale for the Commingled Account shall be promptly 
reported to the Committee by the Bank. Except for (i) 
exchanges of securities held in the Commingleed Account 
for other securities in connection with any properly author- 
ized reorganization, recapitalization, merger, consolidation, 
split-up or combination of shares, change of par value, con- 
version or otherwise, (ii) any exchange of securities in 
temporary form for securities in definitive form, (iii) the 
surrender of bonds or other obligations at maturity or when 
called for redemption, or (iv) the surrender of securities to 
representatives of all holders of securities of the same class 
for their protection in reorganization or similar proceed- 
ings, securities held for the Commingled Account shall be 
delivered only against payment 


(a) in lawful money of the United States paid to the 
Bank or its agent, 


(b) by certified check upon, or treasurer’s or cash- 
ier’s check of, a New York bank delivered to the Bank 
or its agent, or 


(c) if delivery is made in New York, by credit to 
the account of the Bank or its agent by the New York 
Stock Clearing Corporation, 


provided, however, that the Bank or its agent may accept 
an uncertified check in the case of any transaction where 
the payment involved does not exceed $1,000. Orders to 
sell securities for the Commingled Account will be placed 
only with established brokers or dealers. The Bank will 
maintain in its Custodian Department one or more cash 
accounts, identified as assets of the Commingled Account 
and subject only to draft or order by the Bank as custodian 
or agent. All monies received by the Bank or for the Com- 
mingled Account shall be deposited in said account or 
accounts. 
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5. Collections. The Bank will collect, receive and deposit 
for the Commingled Account all income and other payments 
with respect to the securities in the Commingled Account, 
will execute ownership and other certificates and affidavits 
for all federal, state or local tax purposes, and will take 
all other action necessary in connection with the collection, 
receipt and deposit of such income and other payments, 
including but not limted to the presentation for the pay- 
ment of all coupons and other income items requiring pre- 
sentation on all securities which may mature or be called, 
redeemed, retired or otherwise become payable and the en- 
dorsement for collection by the Commingled Account of all 
checks, drafts or other negotiable instruments. The Bank 
will receive and collect all stock dividends, rights and other 
similar items. 


6. Distributions to Participants. The Bank will, in ac- 
cordance with instructions of the Committee, act as paying 
or disbursing agent for all funds distributed to Participants 
whether as income, profits, amounts payable on termina- 
tion, or otherwise. 


7. Proxies, Notices, etc. The Bank will promptly transmit 
to the Committee all notices, proxy forms and proxy state- 
ments and all other requests and announcements furnished 
to the Bank or its nominee as registered holder of securities 
in the Commingled Account and will execute and deliver or 
eause its nominee to execute and deliver such proxies or 
other authorizations in such manner as the Committee shall 
direct. 


8. Disbursements. In so far as funds are available in the 
Commingled Account for the purpose, the Bank will disburse 
from such funds amounts required to pay such bills, state- 
ments and other obligations as are payable out of the Com- 
mingled Account pursuant to the provisions of paragraph 
2 hereof or as are otherwise approved by the Committee, 
such approval to be evidenced by the record of the minutes 
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of a meeting of the Committee or by the signature of two 
members thereof. 


9. Books, Records and Accounts. The Bank will maintain 
proper books of account and complete records of all trans- 
actions in the Commingled Account (whether in the invest- 
ment account or the deposit account) and will render state- 
ments or copies thereof from time to time as requested by 
the Committee or as may otherwise be required by law. The 
Bank will assist in the preparation of reports to Partici- 
pants, to the Securities and Exchange Commission, to the 
Comptroller of the Currency and to others, and in all audits 
of the Commingled Account. 


10. Compensation of the Bank. For all services to be ren- 
dered and payments to be made by the Bank as described 
in this agreement, the Bank shall be entitled to withdraw 
from the Commingled Account as of the last day of each 
fiscal quarter and pay to itself a fee of Yeth of 1% of the 
average of the net asset values of the Commingled Account 
taken on each valuation date throughout the quarter for 


purposes of determining the asset value of units of partici- 
pation, and no more. If for any reason the determination 
of such asset value has been lawfully suspended for a period 
including any such quarter, the Bank’s compensation pay- 
able at the end of such quarter shall be computed on the 
basis of the value of the net assets in the Commingled 
Account as last determined prior to such quarter. 


11. Avoidance of Inconsistent Positions. In connection 
with purchases or sales of securities for the Commingled 
Account, neither the Bank nor any of its directors, officers 
or employees will act as a principal or agent or receive any 
commissions. The Bank will not itself become a Participant 
in the Commingled Account. Where the Bank is called upon 
to give advice to its customers concerning the Commingled 
Account, it will act solely as investment adviser for such 
customers with disclosure of the position of the Bank with 
respect to the Commingled Account. 
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12. Duration and Termination. This Agreement shall 
remain in force until , 1967, and 
from year to year thereafter, but only so long as such con- 
tinuance is approved at least annually either by the com- 
mittee, including specific approval by a majority of the 
Committee who are not persons affiliated with the Bank, or 
by the vote of Participants having a majority interest in 
the Commingled Account. This agreement may, on 60 days’ 
prior written notice, be terminated at any time without the 
payment of any penalty, by the Committee, by the vote 
of Participants having a majority interest in the Com- 
mingled Account, or by the Bank. This agreement shall 
automatically terminate in the event of its assignment by 
the Bank or if it shall not be approved by Participants 
having a majority interest in the Commingled Account at 
the first meeting of the Participants. In interpreting the 
provisions of this paragraph 12, the definitions contained 
in Section 2(a) of the Investment Company Act of 1940 
(particularly the definitions of ‘‘affiliated person’? and ‘‘as- 
signment’’) shall be applied, except that a ‘‘majority in- 
terest’’ in the Commingled Account shall mean more than 
50% of the units of participation into which the Commingled 
Account is at the time divided. 


13. Amendments Hereof. No provision of this agreement 
may be changed, waived, discharged or terminated orally, 
but only by an instrument in writing signed by the Bank, 
and no amendment of this agreement shall be effective until 
approved by the vote ef Participants having a majority 
interest in the Commingled Account. 


If the foregoing conforms to your understanding of the 
arrangements, please so indicate by signing the form of 
acceptance on the accompanying counterpart hereof. 


Fist Nationa Crry Bank 
By 


The foregoing is confirmed and accepted as of the date 
thereof. 
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ADMINISTRATIVE PROCEEDING Fre No. 3-280 


Securities & Exchange Comm. Mailed for Service 
Sept. 7, 1965 


No. 810783 thru 810786 


UNITED STATES OF AMERICA 
BEFORE THE 
SECURITIES AND EXCHANGE COMMISSION 


SEPTEMBER 2, 1965 


Notice of Filing of Application Pursuant To Section 6(c) For 
An Order of Exemption From Sections 10(b)(3). 10(c), 
10(d)(2), 15(a). 16(a)- 17(£). 17(g) and 32(a)(2) of The In- 
vestment Company Act of 1940. 


In the Matter of 


Firsr Nationat Crry Bank 
(Commingled Investment Account) 
399 Park Avenue 
New York, New York 10022 
(812-1823) 


Investment Company Act of 1940 


Notice 1s Heresy Given that First National City Bank 
(“Bank”), @ national banking association, has filed an ap- 
plication on behalf of its proposed Commingled Investment 
Account (“Commingled Account”) pursuant to Section 6(c) 
of the Investment Company Act of 1940 (“Act”) for an 
order exempting the Commingled Account from the pro- 
visions of Sections 10(b) (3), 10(c), 10(d) (2), 15 (a), 
16(a), 17(£), 17(g), and 32(a) (2) of the Act. All interested 
persons are referred to the application on file with the 
Commission for a statement of the representations therein 
which are summarized below. 


The Bank represents that prior to the issuance of any 
order pursuant to Section 6(c) of the Act with respect to 
any exemption requested in its application, the Commingled 
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Account will be registered under the Act. Upon registra- 
tion and grant of the requested order, the Commingled 
Account will operate as a diversified open-end management 
investment company and as a collective investment fund 
pursuant to applicable regulations of the Comptroller of 
the Currency. 


The Bank proposes to accept custody of and investment 
discretion with respect to minimum accounts of $10,000 
pursuant to an agreement signed by customers authorizing 
the Bank to invest such funds in the Commingled Ac- 
count. The Commingled Account will be divided into units 
of equal value, and the proportionate interest of each par- 
ticipating customer (“Participant”) will be expressed by 
the number of such units allocated thereto. 


Following registration under the Act, the initial $100,000 
required by Section 14(a) of the Act will be obtained 
through a private offering to a small group of persons 
intending to acquire such units for investment. Following 


the effective date of the registration of units of the Com- 
mingled Account under the Securities Act of 1933, moneys 
of customers of the Bank will be added to the Commingled 
Account as of specified valuation dates, their accounts 
being credited with units of participation at the then net 
asset value of such units. 


The Commingled Account will have no underwriter. The 
Bank will, as agent for each customer who has signed the 
required authorization, take the necessary steps to have 
the customer’s moneys admitted to the Commingled Ac- 
count. 


The operation of the Commingled Account will be sub- 
ject to the supervision of a committee of at least three 
persons (“Committee”), one of whom will not be affiliated 
with the Bank. Initially, the members of the Committee 
will be appointed by the Bank. Thereafter, the members of 
the Committee will be elected by the Participants at annual 
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meetings. It is expected that the first annual meeting of 
the Participants will be held not less than 60 days after 
the end of the Commingled Account’s first fiscal year. 


Prior to the commencement of operation of the Com- 
mingled Account, it is expected that the Committee will 
enter into a management agreement with the Bank, subject 
to the approval of the Participants at their first annual 
meeting. Pursuant to the agreement the Bank will main- 
tain a continuous investment program, will determine what 
securities are to be purchased or sold, and will execute 
transactions, for the Commingled Account. The Bank will 
furnish administrative and clerical services required for 
the operation of the Commingled Account, and will act as 
custodian of the securities and other assets of the Com- 
mingled Account. The commingled account itself will have 
no officers or employees. 


It is expected that the Committee will select, within 30 
days of the establishment of the Commingled Account and 
with the concurrence of members of the Committee who are 
not affiliated with the Bank, a firm of independent public 
accountants as the accountants for the Commingled Ac- 
count’s first fiscal year. It is expected that within 30 days 
before or after the beginning of the second fiscal year, the 
selection of the accountants will be renewed by the Com- 
mittee for such fiscal year. The selection of the accountants 
for the second fiscal year will be submitted for ratification 
or rejection at the first annual meeting of the Participants. 


Section 10(b) (3) of the Act provides that no registered 
investment company shall have as a director, officer, or 
employee, any investment banker, or any affiliated person 
of an investment banker, unless @ majority of the board 
of directors of such registered company shall be persons 
who are not investment bankers or affiliated persons of any 
investment banker. Since the Bank may be deemed to be an 
“investment banker” as defined in Section 2(a) (20) of the 
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Act in that it participates from time to time in syndicates 
underwriting U.S. Government and municipal obligations, 
the Bank has requested an order exempting the Com- 
mingled Account from compliance with Section 10 (b) (3) 
of the Act. 


Section 10(c) of the Act provides that no registered 
investment company shall have a majority of its board 
of directors consisting of persons who are officers or di- 
rectors of any one bank. Since the Bank is a “bank” 
within the meaning of Section 2(a) (5) of the Act, an ex- 
emption from the provisions of Section 10(c) is requested. 


Section 10(d) of the Act provides that a registered 
investment company may have a board of directors all 
the members of which, except one, are affiliated persons 
of the investment adviser of such company, or are officers 
or employees of such company, if certain conditions are 
met. One of these conditions (Section 10(d) (2)), is that such 
investment adviser be registered under the Investment Ad- 
visers Act of 1940 and be engaged principally in the busi- 
ness of rendering investment supervisory services as there- 
in defined. Since the Bank is by definition not an “invest- 
ment adviser” within the meaning of Section 202(a) (11) of 
the Investment Advisers Act of 1940 it therefore cannot reg- 
ister under that Act. Accordingly, the Bank has requested 
an order of the Commission exempting the Commingled Ac- 
count from compliance with Section 10(d) (2) of the Act so 
long as the Bank shall be acting as investment adviser 
to the Commingled Account. The Commingled Account 
will comply with the other provisions of Section 10(d) of 
the Act so that all members of the Committee except one 
may be affiliated persons of the Bank, which will be the 
Commingled Account’s investment adviser. 


In order that the Commingled Account may operate for 
a limited period of time without Participant approval of 
the management agreement, without Participant election 
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of the members of the Committee, and without Participant 
approval of the selection of the independent public ac- 
countants, as required by Sections 15(a), 16(a) and 32(a) 
(2) of the Act, the Bank has requested an order of the Com- 
mission exempting the Commingled Account from compli- 
ance with the above sections of the Act. The Bank re- 
quests that such exemption remain effective until action 
can be taken with respect to these matters by the Partici- 
pants at the first annual meeting of the Participants. 


Section 17(£) of the Act requires every registered man- 
agement investment company to place and maintain its 
securities and investments in the custody of a bank or in 
its own custody, but in the latter event only in accordance 
with such rules, regulations or orders as the Commission 
shall prescribe in the interests of investors. Rule 17f-2 
under the Act prescribes the conditions under which a 
registered management investment company shall maintain 
its securities and investments in its own custody including 
their deposits in a bank for safekeeping. Pursuant to the 
proposed Management Agreement with the Bank, the 
securities and investments of the Commingled Account will 
be deposited in the Bank for safekeeping. The Bank has 
requested an order of the Commission exempting the Com- 
mingled Account from compliance with Rule 17f-2 to the 
extent that the Rule might require that the securities and 
investments of the Commingled Account be deposited for 
safekeeping in a bank other than the First National City 
Bank. 


Section 17(g) of the Act provides that the Commission 
is authorized to require that any officer and employee of a 
registered investment company who may singly, or jointly 
with others, have access to securities or funds of any regis- 
tered investment company be bonded by a reputable fidelity 
insurance company in such reasonable minimum amounts 
as the Commission may prescribe. Rule 17g-1 under Act 
prescribes the manner in which the amount of such bonds 
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is to be determined and requires certain filings and the 
giving of certain notices. The Bank has requested an order 
of the Commission exempting the Commingled Account 
from compliance with Rule 17g-1 to the extent that the 
Rule might require that the officers and employees of the 
Bank having access to the securities or funds of the Com- 
mingled Account be placed under a bond in compliance 
with the Rule. The Bank requests that such exemption re- 
main effective so long as the securities and other assets of 
the Commingled Account are placed and maintained in the 
custody of the Bank whose officers and employees are sub- 
ject to control and supervision in these respects by other 
governmental authorities having supervision over banks. 


Section 6(¢) of the Act provides, among other things, 
that the Commission, by order upon application, may con- 
ditionally or unconditionally exempt any person from any 
provision or provisions of the Act or of the rule or regula- 
tion thereunder, if and to the extent that such exemption 
is necessary or appropriate in the public interest and con- 


sistent with the protection of investors and the purposes 
fairly intended by the policy and provisions of the Act. 


Notice 1s Furruer Given that any interested person may, 
not later than September 20, 1965, at 5:30 P.M., submit to 
the Commission in writing a request for a hearing on the 
matter accompained by a statement as to the nature of his 
interest, the reason for such request and the issues, if 
any, of fact or law proposed to be controverted, or he may 
request that he be notified if the Commission should order 
a hearing thereon. Any such communication should be 
addressed: Secretary, Securities and Exchange Commis- 
sion, Washington, D.C. 20549. A copy of such request shall 
be served personally or by mail (air mail if the person 
being served is located more than 500 miles from the point 
of mailing) upon applicant at the address stated above. 
Proof of such service (by affidavit or in case of an attorney- 
at-law by certificate) shall be filed contemporaeously with 
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the request. At any time after said date as provided by 
Rule 0-5 of the Rules and Regulations promulgated under 
the Act, an order disposing of the matter herein may be 
issued by the Commission upon the basis of the informa- 
tion stated in the application, unless an order for hearing 
upon said proposal shall be issued upon request or upon 
the Commission’s own motion. 


Tr Is Orverep that the Secretary of the Commission shall 
send a copy of this notice by certified mail to the Comp- 
troller of the Currency, the Federal Reserve Board and 
the Federal Deposit Insurance Corporation. 


By the Commission. 
Orvat L. DuBois 
Secretary 


—_—_ 


Unrrep Sratves oF AMERICA 
BEFORE THE 
Securities AND EXCHANGE Commission 


Ocroser 20, 1965 


Order Establishing The Procedure For The Filing of Briefs 
And Respecting An 


In the Matter of 


First Narionat Crry Bank 
(Commingled Investment Account) 
399 Park Avenue 
New York, New York 10022 
(812-1823) 


Investment Company Act of 1940 


Bank”), a national 
banking association, has behalf of 
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ment Company Act of 1940 (“Act” )for an order exempt- 
ing the Commingled Account from the provisions of Sec- 
tions 10(b) (3), 10(c), 10(d) (2), 15(a), 16(a), 17(f), 
17(g) and 32(a) (2) of the Act. 


The Commission on September 2, 1965, issued a notice 
of the filing of said application (Investment Company Act 
Release No. 4342). The notice, which is incorporated here- 
in by reference, gave interested persons an opportunity to 
request a hearing and stated that an order disposing of 
the application might be issued upon the basis of the in- 
formation stated therein unless a hearing should be or- 
dered. 


The Investment Company Institute (“ICI”), the Na- 
tional Association of Securities Dealers (“NASD”), and 
the Association of Mutual Fund Plan Sponsors, Inc. (“As- 
sociation”) have each filed a request for a hearing. The re- 
quests indicate that no evidentiary hearing is desired but 
each seeks the opportunity to file a brief in support of its 
position opposing the grant of the application. The Bank 
has similarly indicated it does not desire an evidentiary 
hearing. Without passing on the question, urged by the 
Bank, that none of the organizations has standing to re- 
quest a hearing or to participate in the proceeding, the 
Commission hereby permits the organizations to file briefs 
and to present oral argument if oral argument is subse- 
quently ordered. 


, _ Iv 1s THEREFORE onDERED that the Division of Corporate 

Regulation, the Bank, ICI, NASD and the Association may 
, file briefs bearing upon the disputed points of law not later 
_ that November 22, 1965. 


Reply briefs may then be filed not later than December 7, 
1965. 


By the Commission. 
Orvat L. DuBots 
Secretary 
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Unirep States or AMERICA 
BEFORE THE 
SECURITIES AND EXCHANGE Commission 


In the Matter of 


Fimsr Navionat Crry Bank 
(Commingled Investment Account) 
399 Park Avenue 
New York, New York 10022 
(File No. 812-1823) 


(Investment Company Act of 1940) 


Motion For Amendent 


The National Association of Securities Dealers, Inc., a 
participant in these proceedings, hereby moves the Com- 
mission, pursuant to Rule VI (d) of the Rules of Practice, 
to amend the Notice of Filing of Application in this pro- 
ceeding, date September 2, 1965 (Investment Company Act 
Release No. 4342), to amend, modify, supplement or am- 
plify the following statement in that Notice (at p. 2): “The 
operation of the Commingled Account will be subject to 
the supervision of a committee of at least three persons 
(“Committee”), one of whom will not be affiliated with the 
Bank.” 


The action herein requested will require the Commis- 
sion to direct the applicant, consistent with Rule XXI (d), 
to amend the Application to state matters contained in the 
brief it filed on November 22, 1965, and relate those mat- 
ters to the above quoted statement which was based on the 
applicant’s representation in its Application. 


Because of its importance and its impact on the reply 
briefs to be filed, it is further requested that the Commis- 
sion extend the time for filing reply briefs (now set for 
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December 21, 1965) until three weeks after the relief here- 
in requested has been effectuated. 


Respectfully submitted, 


Marc A. Ware 
Mare A. White 
General Counsel, 
National Association of 
Securities Dealers, Inc. 
888 - 17th Street, N. W. 
Washington, D. C. 20006 


Josepx B. Levin 

Joseph B. Levin 

Brown Lund & Levin 

1625 Eye Street, N. W. 

Washington, D. C. 20006 
Of Counsel 


December 8, 1965 


Unirep Srares or AMERICA 
BEFORE THE 
Securities anp Excuance Commission 
DECEMBER 17, 1965 


Order Denying Motion And Granting Extension 
In the Matter of 
First Nationa Crry Banx 


(Commingled Investment Account) 
(812-1823) 


Investment Company Act of 1940 


| The National Association of Securities Dealers, Ince. 
_ (“NASD”) filed a motion requesting that the Notice of 
. Filing of Application in the above proceedings be amended 
, with respect to the statement describing the operation of 
| the Commingled Investment Account proposed under the 
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Application as filed by the First National City Bank 
(“Bank”). The NASD further requested an extension of 
time in which to file reply briefs. The NASD filed a brief 
in support of its motion, the applicant and the Division of 
Corporate Regulation (“Division”) filed answering briefs 
and the NASD filed a reply brief. 


The NASD contended that in the absence of the amend- 
ment desired by it the record in the proceedings was factu- 
ally inadequate to determine the issues raised because of 
the asserted lack of specificity, in the Application and the 
Notice, with respect to the nature of the supervision over 
the Commingled Investment Account which would be exer- 
cised by the Committee to be initially appointed by the ap- 
plicant and subsequently elected by the participants in that 
Account. 


The applicant and the Division urged that the papers 
submitted in the case supplied an adequate basis for going 
forward to a determination of the legal issues raised. The 
Division further asserted that the NASD’s position with 
respect to the role of the Committee and the Bank could be 
adequately presented without the amendment sought by in- 
eluding its arguments concerning the supervision of the 
Commingled Investment Account in its reply brief. The ap- 
plicant and the Division expressed the view that it was un- 
desirable to delay the proceedings by extending the time 
for filing reply priefs as requested. 


The Commission noted that the Application and the ex- 
hibits attached thereto, consisting of copies of the pro- 
posed Prospectus relating to the Commingled Investment 
Account and of the proposed management agreement be- 
tween the Committee and the Bank, contained a description 
of the operation of the Account. It also noted that appli- 
cant had submitted with its brief on the motion a copy of 
a letter of the Comptroller of the Currency setting out the 
principal features of the proposed arrangement between 
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the Bank and the Account and approving such arrange- 
ment, and the Commission directed that such letter be 
' deemed a part of the record in the proceedings. 


The Commission was of the opinion that it appeared that 
the amendment requested was not necessary for a resolu- 
tion of the issues raised by the application, and that the 
reply briefs would afford adequate opportunity for the 
. presentation of any relevant arguments with respect to the 
operation of the Account and the roles of the Committee 
; and the Bank. It accordingly denied the motion, and it 
; granted an extension of time to December 28, 1965 for the 
filing of reply briefs on the merits. 


By the Commission. 
Orvat L. DuBors 
Orval L. Dubois 
Secretary 


Exhibit A 


THE COMPTROLLER OF THE CURRENCY 
THE ADMINISTRATOR OF NATIONAL BANKS 
WASHINGTON 


May 10, 1965 


Mr. Robert L. Hoguet, Jr. 
Executive Vice President 
First National City Bank 
399 Park Avenue 

New York, New York 


Dear Mr. Hoguet: 


This is in reply to your request of April 26 for our 
approval of an arrangement to be entered into by the bank 
whereby funds of agency accounts which confer investment 
: diseretion on the bank are to be invested and reinvested 
in 2 single commingled account. 
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More specifically, the principal features of the arrange- 
ment are as follows: 


The funds of certain agency accounts of at least $10,000 
in amount will be commingled for investment purposes. 
Funds deposited with the bank for this purpose will be 
accompained by a broad authorization to the bank, sub- 
stantially equivalent to the power of attorney under which 
customers currently deposit their funds for individual at- 
tention. 


The availability of the commingled account will not be 
given publicity by the bank except in connection with the 
promotion of its fiduciary services in general and the bank 
will not advertise or publicize the commingled account as 
such. Participations in the commingled account are to be 
made available only on the premises of the bank and its 
branches, or to persons who are already customers of the 
bank in other connections, or in response to unsolicited 
requests. 


The Plan of the commingled account and the letter of 
authorization signed by the customer will be delivered to 
each customer of the bank who empowers the bank to in- 
vest his funds in the commingled account. 


The commingled account will operate as follows. The 
supervision of the commingled account will be in the hands 
of a committee, the members of which will initially be ap- 
pointed by the bank but thereafter elected by the par- 
ticipants at annual meetings. It is expected that officers 
of the bank will be members of the committee, except that 
at all times there will be at least one member who is inde- 
pendent of the bank. Pursuant to a management agreement 
with the committee, the bank will be responsible for the 
management of the investments in the commingled account, 
will have custody of the assets in the commingled account, 
will handle all transactions in the portfolio of the com- 
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mingled account, and will maintain the records and keep 
the books of the commingled account. 


The management agreement shall be subject to the ap- 
proval of the participants at their first annual meeting. 
The management agreement will remain in force for two 
years from the date of its execution and is renewable annu- 
ally thereafter, provided that such continuance is approved 
annually by the committee, including a majority of the 
members of the committee who are not directors, officers, 
or employees of the bank, or by vote of participants having 
a majority of units of participation. No compensation is 
to be paid out of the commingled account to any of the 
members of the committee who are affiliated with the bank. 
Compensation and expenses, if any, may be paid to the 
members of the committee who are not affiliated with the 
bank, but the commingled account will be reimbursed by 
the bank. The agreement provides that the bank will 
maintain a continuous investment program for the com- 
mingled account not inconsistent with its stated investment 
policy. The bank will determine what securities are to be 
purchased or sold for the commingled account and will 
execute transactions for the commingled account accord- 
ingly. The agreement further provides that the bank will 
furnish all custodian, administrative and clerical services, 
office space, and facilities required for the operation of the 
commingled account. 


The interest of each customer participating in the com- 
mingled account is to be reflected in one or more units 
of participation and all such units shall have equal value. 
As evidence of the number of units of participation credited 
to a customer, a receipt will be given for his funds so de- 
posited. Except for periods during which the calculation 
of net asset value may be suspended as permitted by the 
rules and regulations of the Securities and Exchange Com- 
mission and as detailed in the Plan, a customer will at any 
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time be able to terminate his participation and cause & 
calculation of net asset value to be made for purposes of 
determining the value of the units of participation which 
are to be terminated and the amount to be withdrawn from 
the commingled account. In order to protect the rights of 
participants in the event of a suspension of the payment 
of terminating distributions, it is provided that if at the 
time of any such suspension 2 participant shall have given 
a notice of termination but shall not yet have received a 
distribution, such participant shall have the right to with- 
draw the notice of termination. Termination will occur 
automatically upon the death of or adjudicated incom- 
petency of the participant. Receipts for units of participa- 
tion will not as such be transferable by a customer but a 
participant will be able to transfer his interest in the com- 
mingled account only to persons who have the legal capacity 
to appoint the bank as agent and who sign the broad 
authorization to the bank to have such funds so invested. 


The commingled account will be audited at least semi- 
annually by independent public accountants selected by 
the committee and approved by the participants. The 
financial reports based upon such audits, containing finan- 
cial statements and other information as required by ap- 
plicable laws and regulations, shall be filed with the appro- 
priate regulatory authorities and shall be addressed to the 
committee and to the participants. 


For the bank’s services, the commingled account will be 
charged as of the last day of each fiscal quarter a fee 
payable to the bank based on a percentage of the average 
of the values of the net assets of the commingled account 
taken on each valuation date during such quarter for the 
purpose of determining the asset value of units of partici- 
pation in the commingled account. The quarterly fee which 
the bank will receive from the commingled account pur- 
suant to the management agreement will be the only fee 
charged by the bank in connection with the operation of 
the commingled account and shall not exceed the fee 
charged for investment advisory service for individual ac- 
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counts of less than $500,000 if assets of the participant had 
not been invested in participations in the fund. Further, 
the bank will absorb all costs arising in connection with 
the organization of the commingled account, which shall 
include, among other things, costs and expenses attribut- 
able to the initial registration and qualification of the com- 
mingled account under the federal securities laws; the 
initial determination of its tax status and any rulings ob- 
tained for this purpose; its qualification under the laws 
of any State; and its approval by the Comptroller of the 
Currency. The expenses that are charged to the commingled 
account are brokers’ commissions; cost of independent 
professional services such as legal, auditing or accounting 
services (other than in connection with the organization of 
the commingled account), taxes or governmental fees attrib- 
utable to transactions for the commingled account, or to 
income from the commingled account assets; costs of main- 
taining the registration and qualification of the commingled 
account under the federal securities laws or other applic- 
able regulatory requirements (other than the costs of 
printing, publication and distribution of current reports 
to participants, which will be borne by the bank); and the 
cost of preparation and distribution of notices to par- 
ticipants and proxy statements. 


The preceding arrangement is a form of collective invest- 
ment subject to the requirements of Section 9.18 of Regu- 
lation 9. As contemplated, the commingled account does 
not comply with certain provisions of Section 9.18(b) of 
the Regulation. However, it appears to us that the arrange- 
ment would be a desirable one for the bank and the par- 
ticipating accounts and would embody all of the protec- 
tions deemed necessary by this Office. Accordingly, pur- 
suant to the provisions of Section 9.18(¢) (5) of Regulation 
9, the arrangement, and any minor changes within the 
Plan, letter of authorization and receipt which may be made 
and which do not detract from the substance of the pro- 
posal, is hereby approved so long as the rules and regula- 
tions of the Comptroller of the Currency applicable to 
collective investment, specifically the provisions of Section 


9.18(b), except as provided for in the foregoing arrange- 
ment, are complied with during the life of the arrangement. 
In addition, the management contract has the approval of 
this Office; however, any changes which are made in the 
contract must be approved by the Comptroller. 


Sincerely, 


James J. Saxon 
James J. Saxon 
Comptroller of the Currency 


InvestMENT Company Act 
Retzase No. 4538 


ApMINISTRATIVE PROCEEDINGS 
Fr No. 3280 


SecuRITIES AND EXCHANGE ComMISSION 
Wasuincton, D.C. 


March 9, 1966 
In the Matter of 


Firsr Nationa Crry Bank 
(Commingled Investment Account) 
(812-1823) 
Investment Company Act of 1940—Section 6(c) 
Findings And Opinion of The Commission. 
No. 80428 thru 804938 
EXEMPTIONS 


Composition of Board of Directors of Bank- 
Sponsored Collective I nvestment Fund 


Application by national bank, which proposes to estab- 
lish and to act as investment adviser of no-load collective 
investment fund and to register fund as open-end invest- 
ment company under Investment Company Act of 1940, re- 
questing exemptions pursuant to Section 6(c) of Act from 
Sections 10(b) (3), 10(¢) and 10(d) (2) so as to permit 
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committee acting as board of directors of fund to include 
only one member unaffiliated with bank, granted as to Sec- 
tions 10(b) (3) and 10(c) so as to permit majority of Com- 
mittee members to be affiliated with bank, but denied as to 
Section 10(d) (2) so that requirement that at least 40% 
of members be unaffiliated with bank will remain in effect. 


Custody of Assets 
Bonding of Officers and Employees 


Where national bank, as sponsor and investment adviser 
of collective investment fund to be registered under In- 
vestment Company Act of 1940, proposes to maintain 
custody of fund’s assets and to continue existing bonding 
procedures with respect to bank officers and employees 
having access to those assets, held, requested exemptions 
from Rules 17f-2 and 17g-1 under Act imposing certain 
requirements with respect to custody and bonding, granted 
in view of safeguards provided by banking regulations 
and supervision by banking authorities. 


APPEARANCES : 

William Everdell III, Stephen Benjamin and Theodore 
A. Kurz, of Debevoise, Plimpton, Lyons & Gates, for First 
National City Bank. 

Robert L. Augenblick and G. Duane Vieth, James F. Fitz- 
patrick and Charles R. Halpern, of Arnold & Porter, for 
Investment Company Institute. 

Marc A. White, and Joseph B. Levin, of Brown Lund & 
Levin, for National Association of Securities Dealers, Inc. 

Justice N. Feldman, George J. Solomon and Peyton H. 
Moss, of Poletti Freidin Prashker Feldman & Gartner, and 
John A. Nevius, for Association of Mutual Fund Plan 
Sponsors, Inc. 

Solomon Freedman, John A. Dudley, Robert E. Olson 
and William A. Kern, for the Division of Corporate Regu- 
lation af the Commission. 
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First National City Bank (“Bank”), a national banking 
association, has filed an application pursuant to Section 
6(c) of the Investment Company Act of 1940 (“Act”) for 
exemptions from various provisions of and rules under 
the Act with respect to a Commingled Investment Account 
(“Account”) which the Bank proposes to establish and 
to register under the Act as a diversified, open-end man- 
agement investment company. 


No evidentiary hearing was requested or ordered by us. 
Briefs and reply briefs in support of the application were 
filed by the Bank and by our Division of Corporate Regula- 
tion (“Division”) which proposed certain conditions, and 
in opposition to the application by the Investment Company 
Institute (“ICI”), the National Association of Securities 
Dealers, Inc. (“NASD”), and the Association of Mutual 
Fund Plan Sponsors, Inc. (“Sponsors”),” hereinafter re- 
, ferred to as the objectors.2 Statements in opposition were 
: also submitted by the Chairman of the House Committee on 
Banking and Currency, the Investment Bankers Association 
of America, and the Association of Stock Exchange Firms, 
and in support by the Comptroller of the Currency (“Comp- 
troller”) and the Federal Deposit Insurance Corporation. 
Sendder, Stevens & Clark, investment counsel, filed a state- 
ment regarding the policy of one of the provisions of the 
Act involved. We heard oral argument. 


Tre APPLICATION 


It is proposed that the Account be operated as a collec- 
tive investment fund pursuant to applicable regulations 


2 The ICI is composed of 159 registered, open-end management investment 
companies and also of underwriters and investment advisers to those com- 
panies. 


2 Sponsors has as its members some 20 sponsor companies of contractual 
plans for the accumulation of interests in mutual funds. 


3In granting leave to the objectors to file briefs and present oral argu- 
ment, we stated that we were not passing on the question, raised by the Bank, 
as to their standing to participate. % 
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of the Comptroller and accept investments of $10,000 or 
more pursuant to agreements between investors (“par- 
ticipants”) and the Bank. The funds in the Account will 
be represented by units of participation of equal value, and 
each participant will be entitled to one vote for each unit 
held. 


Following registration of the Account as an investment 
company, the initial capital of $100,000 required by Sec- 
tion 14(a) of the Act will be obtained through a private 
offering, and additional participations will be offered pur- 
suant to a registration statement under the Securities Act 
of 1933. No broker or dealer will be engaged to under- 
write or distribute the participations, and no sales load or 
redemption charges will be imposed.’ Funds in the Account 
will be invested principally in common stocks and securities 
convertible into common stocks. The operation of the 
Account will be subject to the supervision of a committee 
of at least three persons (“Committee”). The initial Com- 
mittee, which according to the Bank’s brief will consist 
of seven persons, will be appointed by the Bank and there- 
after the members of the Committee will be elected annually 
by the participants. At least one member of the Committee 
will be a person who is not affiliated with the Bank, and it 
is proposed in the Bank’s brief that six of the initial mem- 
bers will be officers in the Bank’s Trust and Investment 
Division. Under a proposed management agreement, sub- 
ject to approval of the participants at their first annual 
meeting, the Bank will serve as investment adviser and 
custodian for the Account, will determine what securities 


«Under Section 2(a) (8) of the Act, a ‘‘fund,’? such as the Account, is 
an investment company. Section 3(a) (2) of the Securities Act of 1933 ex- 
empts from that Act any security issued by a national bank. However, this 
exemption refers to an interest in or obligation of the bank, and would not 
apply to the participations in the Account. 


SIt is assumed that the Bank will enter into an arrangement with the ac- 
count for the sale of participations in the Account. See Section 15(b) of 
the Act. 
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are to be purchased and sold, and will execute all transac- 
tions. It will furnish all administrative and clerical services, 
office space and other facilities, and will pay all organiza- 
tion costs and expenses. For its services, the Bank will re- 
ceive a fee equal, on an annual basis, to 1% of 1% of the 
average net asset value of the Account. 


BackGRouUND 


The Bank has for many years offered to customers an 
investment advisory service whereby it undertakes to hold 
and manage for the customer in a so-called managing 
agency account 2 portfolio of investments pursuant to a 
power of attorney giving the Bank complete investment 
discretion. However, the smallest managing agency ac- 
count which the Bank considers it can economically accept 
is about $200,000, and the Bank states that the purpose of 
the Account is to make available similar managing services 
to smaller investors. Prior to 1963, national banks, while 
authorized to commingle and invest trust funds held as 
trustee, executor, administrator or guardian,” were not 
permitted to commingle managing agency accounts. In that 
year, the Comptroller revised Regulation 9 (12 CFR 9), 
which governs the exercise by national banks of their 
fiduciary functions.* so as to permit the collective invest- 
ment by a national bank of funds received in managing 
agency accounts as a fiduciary if approved by the Comp- 
troller in writing. (12 CFR 9.18(¢) (5)). Pursuant to that 
provision, the Comptroller has approved the arrangement 
proposed by the Bank, and the Board of Governors of the 
Federal Reserve System has ruled that such arrangement 
would not violate Section 32 of the Banking Act of 1933, 
which prohibits any individual primarily engaged in, or 


sa Common trust funds are exempt from the Act. Section 3(c) (3). 


6 In 1962 the authority to permit national banks to act as trustees and in 
other fiduciary capacities and to regulate their exercise of such powers was 
transferred from the Board of Governors of the Federal Reserve System to 
the Comptroller. Publ. L. 87-722, 76 Stat. 668 (September 28, 1962). 
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associated with a corporation or partnership primarily en- 
gaged in, the “issue, flotation, underwriting, public sale, 
or distribution ... of . . . securities” from serving as an 
officer, director or employee of any member bank of the 
Federal Reserve System.’ 


Thus, the Federal Reserve Board, which has primary 
responsibility for passing upon questions under Section 32, 
has ruled that the proposed arrangement would not violate 
that Section, the Comptroller has approved the arrange- 
ment in writing pursuant to revised Regulation 9, and as 
mentioned above, the Federal Deposit Insurance Corpora- 
tion as well as the Comptroller support the application. 
With all three bank regulatory agencies, either expressly 
or by necessary implication, regarding the arrangement 
as consistent with the statutes they administer, we do not 
deem it necessary to consider further the questions that 
have been raised as to the legality of the proposed arrange- 
ment under Section 32 as well as Section 21° of the Bank- 
ing Act by the Chairman of the House Banking and 
Currency Committee and some of the objectors. With 
respect to Section 21, the office of the Attorney General of 
the United States, in response to an inquiry by the Com- 
mittee Chairman, has indicated that it is not clear whether 
the proposal would involve criminal liability under that 
Section and that since banking agencies have approved the 
proposal, a prosecution against the Bank at this time could 


712 CFR 218.111, 


8 Section 21 of the Banking Act prohibits any person, firm, association, 
business trust or other similar organization ‘‘engaged in the business of issu- 
ing, underwriting, selling or distributing’’ sccurities from engaging at the 
same time ‘‘in the business of receiving deposits,’’ and provides criminal 
penalties for willful violations. Under 12 U.S.C. § 24 national banks may pur- 
chase and sell securities upon the order and for the account of customers, 


°Cf. The Prudential Insurance Company of America, Investment Company 
Act Release No. 3620 (January 22, 1963), aff’d 326 F.2d 383 (C.A. 3, 1964), 
cert. denied 377 U.S. 953; Midland Enterprises, Inc., 40 S.E.C. 818, 821 
(1961). 
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not be sucessfully conducted. We accordingly proceed to 
a consideration of the requested exemptions on the assump- 
tion that the proposal does not violate the banking laws. 


Exemptions SoucHt 


The principal exemptions sought for the Account, and the 
only ones which are contested, are those from Sections 
10(b) (3), 10(¢) and 10(d) (2) of the Act,” in order to per- 
mit all but one of the members of the Committee, which is 
the statutory equivalent of a board of directors,” to be 
affiliated with the Bank. Additional exemptions are re- 
quested from Rules 17 CFR 270.17f-2 and 17g-1 under. 
Sections 17(f£) and 17(g), and temporary exemptions, until 
the first annual meeting of participants, from Sections 
15(a), 16(a) and 32(a) (2). We discuss first the requested 
exemption from Section 10(c). 


10 Section 10(b) (3) provides that a registered investment company 
may not have a person affiliated with an investment banker as a director un- 
less a majority of the board is not so affiliated. 


Under Section 10(c), @ majority of the board of a registered investment com- 
pany may not consist of persons who are officers or directors of any one bank. 
Section 10(d) provides that, nothwithstanding the requirement of Section 
10(a) that no more than 60% of the board members of a registered invest- 
ment company be affiliated with the investment adviser, companies charging 
no sales load and meeting other specified conditions, including the condi- 
tions in Section 10(d) (2) that the investment adviser be registered under 
the Investment Advisers Act of 1940 and be engaged principally in the busi- 
ness of rendering investment supervisory services a5 defined in that Act, need 
have only one such unaffiliated director. 


11 Section 2(a) (12) of the Act in pertinent part defines the term ‘‘di- 
rector’? to mean ‘‘any director of a corporation or any person performing 
similar functions with respect to any organization, whether incorporated or 
unincorporated.”’ 


ever, 
sponsibilities as directors, 
the securities acts or otherwise. 
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1. Section 10(c) 


Under Section 10(¢), a majority of the Committee may 
not consist of persons who are officers or directors of the 
Bank. The objectors, in addition to urging a limited scope 
for our exemptive power under Section 6(c)? contend that 
Section 10(c) reflects a policy of prohibiting the domina- 
tion of mutual funds by banks with its inherent potentiali- 
ties for conflicts of interest and was intended to apply to all 
types of investment companies. They further contend that 
the asserted protections to investors resulting from the 
Bank’s fiduciary position and from banking regulations 
and supervision are inadequate substitutes for the protec- 
tions of Section 10. 


We have held that the propriety of granting an exemp- 
tion pursuant to Section 6(c) of the Act “largely depends 
upon the purposes of the section from which an exemption 
is requested, the evils against which it is directed, and the 
end which it seeks to accomplish.” * Section 6(c) was put 
into the Act for the purpose, among others, of permitting 
the exemption of persons “who are not within the intent of 
the proposed legislation . . .’ [citing Sen. Rep. No. 1775 
(76th Cong., 3rd Sess.) at p. 13] even though such persons 
come within the scope of the Act by virtue of its specific 
provisions . . . This was to take care of special situations 
that might have been overlooked or that could not be fore- 
seen at the time the legislation was drafted.” In such 


12 Section 6(¢) of the Act provides in pertinent part that we may exempt 
any person from any provision of the Act ‘‘if and to the extent that such 
exemption is necessary or appropriate in the public interest and consistent 
with the protection of investors and the purposes fairly intended by the policy 
and provisions’? of the Act. 


313 Transit Investment Corporation, 28 8.E.C. 10, 16 (1948). See also 
American Participations, Inc., 10 S.E.C. 431 (1941) and cases cited in n. 17 
of the Transit Investment case. 


14The Atlantic Coast Line Company, 11 8.E.C. 61, 666-667 (1942). See 
also The Variable Annuity Life Insurance Company of America, 39 8.E.C. 
680, 685 (1960). 
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situations the showing required in order to meet the public 
interest and related standards set forth in Section 6(¢) is 
that the compliance from which exemption is sought is not 
necessary to accomplish the ‘Act’s objectives and policies.” 
The fact that Congress adopted in Section 10(¢) a specific 
prohibition against bank domination of an investment com- 
pany does not preclude an exemption from that section 
pursuant to Section 6(c). In Transit Investment Corpo- 
ration3* we held that the “ ‘purposes fairly intended by 
the policy and provisions’ of the Act obviously means 
something more than a literal reading only of the pro- 
vision from which an exception is desired. Otherwise, 
the existence of a provision prohibiting @ transaction, 
which in every case under Section 6(c) is the very reason 
why an application for exemption is necessary, would also 
be the very reason for denying the application, thus making 
it impossible to resort to Section 6(c) to exempt a transac- 
tion from any provision of the Act.” 


Although Section 10(c) is general in terms, it does not 
appear that it was directed at the type of open-end invest- 
ment company represented by the Account. We have al- 
ready pointed out that it was not until 1963 that a com- 
mingled account such as the Bank proposes to establish 
became possible. Moreover, as stressed by the Bank, it is 
clear that the Account is substantially different, both in 
purpose and nature of operation, from the bank-dominated 
investment companies described in this Commission’s Re- 
port to Congress on Investment Trusts and Investment 
Companies, which led to the passage of the Act, and in the 
testimony at the Congressional hearings. As detailed in 
that Report,” the legal restrictions on the power of com- 

1s The Prudential Insurance Company of America, Investment Company 
Act Release No. 3620 (January 22, 1963), p. 8. 

16 28 3.E.C. 10, 17, n. 20 (1948). 


17 See Report on Investment Trusts and Investment Companies, Part I, 
pp- 93-95 (1939). 
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mercial banks to engage in investment banking activities 
gave rise to the development, particularly during the 
1920’s, of securities affiliates designed to enable banks to 
participate indirectly in such activities and thereby avoid 
those restrictions. Those affiliates, whose securities were 
usually sold or issued as stock dividends to the bank’s 
shareholders, frequently took the form of closed-end invest- 
ment companies, or the affiliates sponsored such companies. 
Part III of our Report, dealing with abuses and deficiencies 
in the organization and operation of investment trusts and 
investment companies, recited in detail the history of two 
bank-affiliated investment companies.* Flagrant instances 
of self-dealing to the injury of those companies were re- 
vealed, including loans by the investment company to the 
securities affiliate to enable the latter to pay for a control- 
ling interest in the investment company, use of investment 
company funds to trade in the bank’s stock, and investment 
of such funds in the bank’s stock or in other securities in 
which the sponsors were interested.” 


Recently, former Chairman Cary of this Commission, in 
testifying before a subcommittee of the House Committee 
on Government Operations on the desirability of registra- 
tion and regulation under the Act of bank-sponsored col- 
lective investment funds, referred to areas of potential 
conflicts of interest, including the deposit of the fund’s 
cash _in the bank, the e fund’s brokerage 

usiness, the use of fund investments to “shore up = 


vestments, and the acquisition by the fun securities 


underwritten by the bank.” 
NS EE eee 


18 See pp. 115-181. 


19 See also Hearings on 8. 3580 before 2 Subcommittee of the Senate Com- 
mittee on Banking and Currency, 76th Cong., 3rd Sess., pp. 207-9, 793-4 
(1940) (‘‘Senate Hearings’’). 


20 Hearings on Common Trust Funds—Overlapping Responsibility and Con- 
flict in Regulation, 88th Cong., 1st Sess., pp. 11-12 (1963). 


In our opinion, the Bank has shown that substantial 
safeguards are present here against conflicts of interest 
which could arise as @ result of the Bank’s commercial bank- 
ing activities. The Account, unlike the bank-sponsored in- 
vestment companies with which Congress was concerned in 
enacting Section 10(c), is regarded by the banking authori- 
ties as one aspect of the Bank’s fiduciary functions and as 
such will be subject to the supervision and regulation of 
those authorities. While banking oversight is of course not 
the same in scope or orientation as the protective pro- 
visions of the Act, it will provide participants in the Ac- 
count with additional protections not afforded investors in 
other investment companies." Among other things, the 
Comptroller’s office, as part of its periodic examination of 
national banks,* examines the investments held by the 
Bank as fiduciary to determine whether such investments 
are in accordance with law, Regulation 9 and sound fiduci- 
ary principles. And, as stressed by the Bank, while the 
funds of the participants will not be received by. the Bank 
as trustee, the Bank will act as managing agent and as such 
will be subject to fiduciary responsibilities.“ 


With respect to the areas of potential conflicts of interest 
cited by Chairman Cary, to leave funds uninvested would, 


21 Of course, important protections and restrictions in the Act itself with 
respect to transactions between an investment company and its adviser or 
other affiliated persons, providing safeguards against conflicts of interest, 
would remain applicable here. For example, Section 12(a) (3) and Rule 17 
CFR 270.2a-3 would prohibit the Account from purchasing any securities 
issued by the Bani, Section 17(a) would prohibit the Bank or its affiliated 
persons from selling any securities to the Account or borrowing money from 
it, and Section 17(d), as implemented by Bule 17 CFR 270.17d-1, would pro- 
hibit the Account and the Bank from participating in any joint enterprise 
or other joint arrangement without our prior approval. 


22 Such banks must be examined at least three times in every two years. 
12 U.S.C. § 481. 


2312 CFR 9.11(a). 


24 See Restatement (Second), Agency § 13, comment a and § 425, comment 
a (1958). 
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as pointed out by the Bank, be contrary to the stated policy 
of the Account to make investments for long-term growth 
of capital and income and its own interest in having the 
Account’s value increase, and any attempt by the Bank to 
use the Account’s cash to increase the Bank’s deposits 
would violate the Comptroller’s regulations.» With respect 
to brokerage allocation, the Account’s prospectuses will 
represent that the Bank’s primary objective in placing 
orders for portfolio transactions for the Account will be 
to obtain the most favorable prices, and that it is the 
| Bank’s practice to place such orders with brokers and deal- 
; ers who supply it with supplementary research and statis- 
, tical information or market quotations. Any use of Ac- 
| eount investments to “shore up” Bank loans is forbidden 
by a regulation of the Comptroller which prohibits pur- 
| chases of securities from and of organizations “in which 
| there exists such an interest, as might affect the exercise of 
the best judgment of the bank” in acquiring them.** More- 
over, we will have continuing oversight over any transac- 
, tions involving a joint arrangement between the Bank and 
| the Account within the meaning of Section 17(d) of the Act 
/ and Rule 17d-1 thereunder. The remaining area of poten- 
tial conflict cited by Chairman Cary, involving possible 


H _ acquisition by the Account of securities underwritten by the 
' , Bank, is more closely related to the requested exemption 


from Section 10(b) (3) discussed below. 


, _ In determining whether the requested exemption from 
Section 10(¢) should be granted we have also taken into 


: 25 Section 9.10(a) of Regulation 9 states that funds ‘‘held in a fiduciary 

capacity by a national bank awaiting investment or distribution shall not be 
held uninvested or undistributed any longer than is reasonable for the proper 
| management of the account.”? The Comptroller’s Representatives in Trust, 
| Who regularly examine the operations of national bank trust departments, 
, are instracted that ‘‘it is a breach of trust for the bank negligently or other- 
| Wise improperly to withhold investment or distribution.’? Comptroller’s Man- 
ual for Representatives in Trust 80 (1965). 


26 12 CFE 9.12(n). 
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account the fact that Congress contemplated some rela- 
tionships between banks and investment funds, including 
some which are quite similar to those involved under the 
proposed arrangement. For example, a common trust fund 
or similar fund maintained by a bank for the collective in- 
vestment of moneys contributed thereto by the bank in its 
capacity as trustee, executor, administrator or guardian is 
expressly excluded from the definition of an investment 
company by Section 3(c) (3) of the Act, thus indicating 
that such funds, which are quite similar to the Account in- 
sofar as the policies of the banking laws are concerned, 
might otherwise fall within the definition of an investment 
company. In addition, Section 10(c) of the Act expressly 
permits a minority of the board of directors of a registered 
investment company to be officers and directors of a bank 
and nothing in the Act prohibits a bank from acting as in- 
vestment adviser to an investment company, and a few in- 
vestment companies registered with us do have banks as 
their advisers. Under all the circumstances, including the 
existence of the provisions designed to provide safeguards 
against conflicts of interest, we conclude that it is approp- 
riate to exercise our exemptive power under Section 6(c) 
to grant the exemption. 


2. Section 10(b) (3) 


We also find that it is appropriate to exempt the Account 
from Section 10 (b) (3), subject to one condition set forth 
below. Under that Section, the Committee may not have a 
member who is affiliated with an investment banker unless 
a majority of the Committee is not so affiliated. The Bank 
states that it might be deemed to be an “investment bank- 
er,” defined by Section 2(a) (20) of the Act as any person 
engaged in the business of underwriting securities issued 
by other persons, since it participates from time to time in 
syndicates underwriting United States Government and 
municipal obligations. 
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The legislative history of the Act, particularly this Com- 
mission’s Report and the Congressional hearings,” reflects 
instances where an investment banker used an affiliated in- 
vestment company to promote its investment banking busi- 
ness to the detriment of investors in the investment com- 
pany. For example, securities underwritten or held by the 
banker were transferred to the investment company, and 
the investment company was caused to make investments 
which gave the banker access to the investment banking 
business of the company whose securities were purchased.”* 
It was this type of abuse that Section 10(b) (3) was di- 
rected against. We do not think there is any basis for con- 
cern that the Bank, qua investment banker, can or will use 
the Account to its advantage, particularly since the Ac- 
count is primarily a stock fund and the Bank is limited to 
underwriting debt securities of governmental authorities. 


Section 17(a) of the Act itself, as previously noted, 
would prohibit sales of securities by the Bank to the Ac- 
count and Section 10(f) would prohibit the Account, with 
one limited exception if the conditions in Rule 17 CFR 
10f-3 are met, from purchasing or otherwise acquiring, 
during the existence of any underwriting syndicate, any 
security for which the Bank is acting as a principal under- 
writer. In addition, the Bank has stated that it is agree- 
able to a condition, which we shall impose, extending the 
duration of the prohibitions of Section 10(f£) under circum- 
stances where a syndicate has been terminated while its 
members still have unsold allotments. Moreover, the addi- 
tional safeguards provided by bank regulation and fidu- 
ciary principles discussed in connection with Section 10(e) 
are equally applicable here. 


27SEC. Report, Part I, pp. 76-83; Senate Hearings pp. 207, 209-214, 
222-3, 887. 


28 See House Hearings, p. 110. 
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3. Section 10(d)(2) 


Section 10(d) provides that, notwithstanding Section 
10(a), which would limit the number of members of the 
Committee affiliated with the Bank to 60%, an investment 
company charging no sales load and meeting other speci- 
fied conditions need have only one director who is not 
affiliated with its investment adviser. The Account would 
meet all such conditions except those in Section 10(d) (2) 
that the investment adviser be registered under the In- 
vestment Advisers Act of 1940 (“Adviser Act”) and be 
“engaged principally in the business of rendering invest- 
ment supervisory services” as defined in that Act. The 
Bank states that while such services are an important as- 
pect of its business, it may not be “engaged principally” 
in such business; and, by definition, a bank is not an in- 
vestment adviser under the Advisers Act.° The Bank 
argues that the Account is similar to no-load mutual funds 
sponsored by investment advisers for which Section 10(d) 
was designed. 


We are not persuaded on the basis of the submissions 
before us that an exemption from Section 10(d) (2) is nec- 
essary to enable the Bank to create and operate the Ac- 
count under the rulings of the banking authorities or is 
otherwise necessary or appropriate in the public interest. 
The approval of the Bank’s proposal by the Comptroller 
and the Federal Reserve Board does not appear to pre- 
clude more than one unaffiliated member on the Commit- 
tee, provided, as stated by the Board, the Account will 
“be operated under the effective control of the bank.” * 
We shall accordingly deny the requested exemption from 


29 Section 202(a) (13) of the Advisers Act defines ‘‘investment super- 
visory services’’ a8 the ‘‘giving of continuous advico as to the investment 
of funds on the basis of the {ndividual needs of each client.’” 


30 Section 202 (a) (11). 
$112 CFR 218.111. 
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Section 10(d)(2). In view of our conclusion we do not 
address ourselves to the conditions which the Division 
suggested we impose in the event we granted such an 
exemption. 


4. Other Requested Exemptions 


Section 17(f) of the Act provides that a registered man- 
agement investment company may maintain its securities 
in the custody of a bank meeting certain requirements as 
to capital, surplus and undivided profits, or in its 
own custody in accordance with rules prescribed by 
us. Rule 17f-2 prescribes the conditions under which 
the company may maintain custody. The Bank’s 
application states that under the proposed manage- 
ment agreement, the securities and other assets of the 
Account will be placed in the custody of the bank, 
which meets the specified capital and other requirements, 
but that it might be contended that the Account was it- 
self maintaining custody and that such custody must com- 
ply with the provisions of the Rule. An exemption is 
therefore requested from Rule 17f-2 so long as the secu- 
rities and other assets of the Account are maintained in 
the custody of the Bank. 


Rule 17g-1 requires that any officer or employee of a 
registered management investment company who may 
have access to securities or funds of such company, be 
bonded, prescribes the manner in which the amount of 
the bond is to be determined, and provides for certain 
filmgs and notices. The Bank’s application states that 
although Rule 17g-1 may be inapplicable, because the 
Account will have no officers or employees, the Rule might 
be deemed applicable to the Bank’s officers and employees 
having access to the Account’s securities or funds. Ac- 
cordingly the Bank requests an exemption from the Rule. 


The Bank urges that the participants will be adequately 
protected without requiring its compliance with Rules 17-2 
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and 17g-1. It states that it will maintain custody of the 
Account’s investments in the same manner in which cus- 
tody of investments is maintained for other fiduciary ac- 
counts of the Bank, that its officers and employees will be 
adequately bonded, and that its procedures and practices 
in these respects are subject to regulation and supervision 
by governmental authorities having supervision over 
banks. It appears that under the circumstances adequate 
safeguards will be afforded with respect to the custody 
of the Account’s securities and the bonding of persons 
who may have access to such securities or to the Ac- 
count’s funds, and we find that it is appropriate to grant 
the exemptions requested.” 


We also find that it is appropriate to grant the requested 
teraporary exemptions from Sections 15(a), 16(a) and 
32(a)(2). Section 15(a) requires initial shareholder ap- 
proval of the investment advisory contract. Sections 16 
(a) and 32(a) (2) require, respectively, that directors of 
an investment company be elected by its shareholders and 
that the selection of an auditor be ratified by such share- 
holders. We have ordinarily granted temporary exemp- 
tions from these provisions to enable newly-formed in- 
vestment companies to operate until the first annual share- 
holders meeting. 


An appropriate order will issue. 

By the Commission (Chairman CoHEN and Commission- 
ers Woopswe, Owens and Wueat), Commissioner Bunce 
dissenting. 

Orvat L. DuBors 
Secretary. 


Commissioner Bunce, dissenting: 


The granting of the requested exemptions is contrary to 
the clearly expressed policy of the Congress against bank 


33Cf. The Prudential Insurance Company of America, supra, at p. 20 of 
cited Release. 
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domination of investment companies. Section 10(c) of the 
Investment Company Act of 1940 specifically provides 
that “. . . no registered investment company shall have 
a majority of its board of directors consisting of persons 
who are officers or directors of any one bank... .” The 
Bank in order to register its Account seeks to be ex- 
empted from that provision as well as others. Such ex- 
emption may not be granted under the authority of See- 
tion 6(c) until and after a finding is made that it is “nec- 
essary or appropriate in the public interest” and “con- 
sistent with the protection of investors” and that it is con- 
sistent with “the purposes fairly intended by the policy 
and provisions” of the Act. The language of Section 10(c) 
is unambiguous, and as the Commission has correctly em- 
phasized on several occasions, the exemptive power under 
Section 6(¢) must not be exercised to thwart the stated 
objectives of the Act. 


While it may well be that entry of the banking industry 
in the mutual fund business would be a healthy addition— 
a view not shared by the bank regulatory agencies until 
just recently—nevertheless, the banks should not enter 
until after they have met the conditions prescribed by the 
Congress. Because of the demonstrated conflicts as well 
as the potential conflicts of interest between a bank and 
an investment company it dominates, good reason existed 
in 1940 for the Congress to impose the restrictions of 
Section 10(¢).? There is no showing in this proceeding 


1The Variable Annuity Life Insurance Company of America, 39 8.E.C. 
680, 685 (1960); Petroleum and Trading Corporation, 11 S.E.C. 389, 392 
(1942); American Participations, Inc. 10 S.E.C. 430 437 n. 8 (1941). 


’ 2 The chief counsel for the Commission’s Investment Trust Study testified 
, at the Congressional hearings that ‘‘there were very undesirable consequences 
, flowing from interlocking directorships or interlocking relationships between 
| commercial banks and investment companies, Some of the worst examples of 
_ abuses we had in the whole study arose out of that relationship and the Fed- 
eral Reserve Board as well as ourselves, felt that in the future there should 
; not be that close relationship.’ Hearings on H. RB. 10065 before a Subcom- 
| mittee of the House Committee on Interstate and Foreign Commerce, 76th 
Congress, 3d Sess., pp. 110-111 (1940). 
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that those conflicts do not exist today, nor can the ex- 
act form of future conflicts be anticipated. If the specific 
prohibition of the Congress in this broad policy area is 
to be avoided, it should be done by the Congress and not 
through the granting of ad hoc exemptions by the Com- 
mission. 


Congressional action is particularly appropriate when, 
as here, there are contrary interpretations between federal 
agencies as to the very nature of the entity being created. 
On the one hand the Commission in considering this appli- 
cation finds the bank to be one creature and the proposed 
investment company to be a separate creature in order 
that they may be capable of bargaining and contracting 
with one another. On the other hand, the federal agencies 
administering the banking statutes have adopted a “single 
entity” theory, finding the investment company to be 
“nothing more than an arm or department” of the Bank.’ 


The “single entity” interpretation is @ realistic apprai- 
sal of the true nature of the Bank’s proposed operation.* 
We then have the strange result that even though: the In- 
vestment Company Act prohibits bank officers or directors 
from constituting a majority of the board of an invest- 
ment company, yet this proposed “investment company” 
will in fact be part and parcel and will “be operated under 
the effective control of the Bank.”* The lack of any real 


3 Federal Reserve Board interpretation at 30 Fed. Reg. 12836, 12837 (1965) 
adding 12 C.F.R. §218.111 and memorandum ‘‘Legal Considerations under 
Section 32 of the Banking Act of 1933 in Connection with the Proposed ‘Com- 
mingled Investment ‘Account’ of First National City Bank of New York,’’ 
Federal Reserve Board, p. 24, December 15, 1965. The Comptroller of the 
Currency holds and has repeatedly urged the same single entity theory. 


4The single entity theory is the premise on which the conclusion was 
reached that the Bank proposal was not violative of tho banking statutes. 
See Footnote 3. If the conclusion is adopted, it should embrace the premise. 


8 Federal Reserve Board interpretation at 30 Fed. Reg. 12836 (1965) add- 
ing 12 C.F.B. 218.111 
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separation between the interests of investors in this “in- 
_vestment company” and the interests of the Bank is ap- 
parent.—It was to protect investors against such interlocks 
and resultant conflicts of interest that the prohibition in 
Secion 10(c) was aimed. The protection of the 1940 
Act vanish when the entities become one. 


On the record here I am unable to conclude that it is 
“necessary or appropriate in the public interest” and “con- 
sistent with the protection of investors” and consistent 
with “the purposes fairly intended by the policy and provi- 
sions of the Act” to grant the exemptions herein sought. 
For that reason, I would deny the application. 


¢ The objective of Section 10(c) is consistent with one of the aims of the 
Banking Act of 1933; ie, to eliminate abuses arising from conflicts of interest 
by separating most aspects of the banking business from the securities busi- 
ness Section 21 of that Act (12 U.S.C. §378) prohibits firms engaged in the 
business of issuing, underwriting, selling, or distributing sccuritics from en- 
gaging at the same time ‘‘to any extent whatever’’ in the business of re- 
ceiving deposits, 
Section 16 of the Banking Act of 1933 provides that a bank ‘‘shall not under- 
write any issue of securities.’? 12 U.S.C. §24. The banking laws specifically 
permit banks to underwrite only a limited group of debt sccurities of gov- 
ernmental authorities, 12 U.S.C. §24. 


Sections 20 and 32 (12 U.S.C. §377 and 12 U.S.C. §78) of the banking Act of 
1933 were designed to separate banks from their security affiliates and to pre- 
vent interlocking relationships between bank officials or employees and security 
firms, The Supreme Court in Federal Reserve System v. Agnew, 329 U.S, 441, 
449 (1947) has stated that Section 32 was designed ‘‘to remove tempting op- 
portunities from the management and personnel of member banks.’? The Fed- 
oral Reserve Board in its interpretations of the latter Section has prohibited 
all bank personnel from serving as directors of investment companies con- 
tinuously offering their securities. Seo ¢.g., 46 Fed. Res. Bull. 371 (1960), 37 
Fed. Res. Bull. 645 (1951), and 27 Fed. Res. Bull. 399 (1941). 


Order Granting in Part And Denying in Part 
Applications For Exemptions 
UNITED STATES OF AMERICA 
before the 
SECURITIES AND ExcHANGE COMMISSION 


March 9, 1966 
In the Matter of 
Firsr Nationat Crry Bank 


(Commingled Investment Account) 
(812-1823) 


Investment Company Act of 1940—Section 6(c) 


First National City Bank (“Bank”) having filed an ap- 
plication pursuant to Section 6(c) of the Investment Com- 
pany Act of 1940 (“Act”) for exemptions from various 
provisions of and rules under the Act with respect to a 
Commingled Investment Account (“Account”) which the 
Bank proposes to establish and to register under the Act 
as a diversified, open-end management investment com- 
pany; 

Briefs and statements having been filed, and the Commis- 
sion having heard oral argument; 


The Commission having this day issued its Findings and 
Opinion; on the basis of said Findings and Opinion 


Tr Is Orperep that exemptions from Sections 10(b) (3) 
and 10(c), from Rules 17 CFR 270.17f-2 and 17g-1 so long 
as the securities and other assets of the Account are main- 
tained in the custody of the Bank, and from Sections 15(a), 
16(a) and 32(a)(2) until the first annual meeting of in- 
vestors in the Account, be, and they hereby are, granted 
subject, however, to the condition with respect to Section 
10(b) (3) that the prohibitions in Section 10(f) of the Act 
against purchases by the Account, during the existence of 
any underwriting or selling syndicate, of securities of 
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which the Bank is a principal underwriter be extended to 
include the period after a syndicate has been terminated 
and while its members still have unsold allotments. 


Ir Is Furrner Orperep that an exemption from Section 
10(d)(2) be, and it hereby is, denied. 
By the Commission. 


Orvat L. DuBois 
Secretary 


Correction of Findings, Opinion and Order 


Securities anp Excuance Commission 
Washington, D. C. 


March 14, 1966 
In the Matter of 


Fest Nationau Crry Banx 


(Commingled Investment Account) 
(812-1823) 


Investment Company Act of 1940—Section 6(c) 


The Commission’s Findings, Opinion and Order in this 
matter issued March 9, 1966 (Release No. 4538) is hereby 
amended as follows: 


1. Change footnote 5, p. 3 to read as follows: 


*It is assumed that the arrangement for providing par- 
ticipations in the Account will be reflected in a written 
agreement between the Bank and the Account which will 
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contain the protective provisions specified in Section 15(b) 
of the Act. As indicated in this opinion the banking au- 
thorities view the Account as an integral part of the Bank’s 
authorized banking functions, and regard the Bank merely 
as acting as managing agent for its customers. We assume 
therefore that the banking authorities do not deem the 
proposal before us to be precluded by the provisions of the 
banking laws. The statutory scheme and specific purpose 
of the securities acts, on the other hand, require that we 
regard the Bank as a statutory underwriter, and the pro- 
visions contained in the Investment Company Act with re- 
spect to relationships and transactions between a principal 
underwriter and a registered investment company are ap- 
plicable. However, for the reasons set forth in this opinion 
in granting certain of the exemptions requested and in 
view of the no-load character of the Account, we do not 
consider that conformance with the provisions of Section 
10(b) (2), which in effect prohibit a majority of the direc- 
tors of a registered snvestment company from being affil- 
iated persons of its principal underwriter, is necessary Or 
appropriate here. Accordingly, and since the Bank’s ap- 
plication includes a request for an exemption from See- 
tion 10(d) (2) which would, if granted, embody an exemp- 
tion from Section 10(b)(2), we shall grant an exemption 
from the latter section as partial relief. 


2. In the Order, insert “10(b)(2)” after the word “Sec- 
tions” in the first line of the fourth paragraph. 


By the Commission. 
Orvat L. DuBois 
Secretary 
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UNITED STATES OF AMERICA 
BEFORE THE 
SECURITIES AND EXCHANGE COMMISSION 


In the Matter of 
First Nationan Crry Bank 


(Commingled Investment Account) 
399 Park Avenue 
New York, New York 10022 
(812-1823) 


(Investment Company Act of 1940) 


Petition for Rehearing 


In its Findings and Opinion of March 9, 1966, Invest- 
ment Company Act Release No. 4538, The Commission 
made the following statements: 


“The NASD contends that the true directors of the 
Account will be the directors of the Bank rather than 
the members of the Committee, and argues that the 
participants will therefore be denied the right to elect 
the directors of the Account as required by Sections 
16(a) and 18(i) of the Act. However, it is assumed 
that the Committee or its members will discharge their 
responsibilities as directors, or persons performing 
similar functions, under the securities acts or other- 
wise.” (p. 5, note 11) 


“We are not persuaded on the basis of the submissions 
before us that an exemption from Section 10(d) (2) 
is necessary to enable the Bank to create and operate 
the Account under the rulings of the banking authori- 
ties or is otherwise necessary or appropriate in the 
public interest. The approval of the Bank’s proposal 
by the Comptroller and the Federal Reserve Board 
does not appear to preclude more than one unaffiliated 
member on the Committee, provided, as stated by the 
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Board, the Account will ‘be operated under the effec- 
tive control of the bank.’” (p. 10) 


1. The Commission may not find that it is “necessary 
or appropriate in the public interest and consistent with 
the protection of investors and the purposes fairly in- 
tended by the policy and provisions of this title” * and 
grant exemptions from Sections 10(¢) and 10(b) (3) of 
the Investment Company Act of 1940 (“the Act”) relating 
to the composition of a board of directors, unless the Com- 
mission is satisfied that the board will be vested with the 
directorial duties and functions contemplated by the stat- 
ute. The Commission may not avoid this matter, by 
“assuming” compliance, particularly in the face of the 
record before it. (See following briefs of the National 
Association of Securities Dealers, Inc.: main brief, pp. 
6-16; reply brief, pp- 13-19; and brief and reply brief in 
support of motion for amendment.) 


2. Furthermore, the Commission, even by way of as- 


sumption, has not stated that there will be compliance 
with the Act. The discharge of directorial responsibilities 
assumed by the Commission is “under the securities acts 
or otherwise.” (Emphasis added.) Thus, the Commission 
is saying that the directorial performance may not neces- 
sarily satisfy the requirements of the Act, but rather 
some amorphous and unidentified “otherwise”. 


3. Moreover, by proceeding on the hypothesis that the 
“seeount will ‘be operated under the effective control of 
the bank’”, the Commission has acknowledged the validity 
of our contention that the directors of the First National 
City Bank, and not the Committee, will have the ultimate 
responsibility for the management and direction of the 
Account. 


* Section 6(c) of the Investment Company Act of 1940. 


The Commission should reconsider its conclusions and 
deny the exemptions granted from Sections 10(¢) and 
10(b) (3) of the Act. 

Respectfully submitted, 


Marc A. Waite 
General Counsel 
National Association of Se- 
eurities Dealers, Ine. 
888 17th Street, N.W. 
Washington, D.C. 20006 
JosepH B. Levin 
Brown Lunn & Leviy 
1625 Eye Street, N.W. 
Washington, D.C. 20006 
Of Counsel 


March 14, 1966 


Order Denying Petition For Rehearing 


UNITED STATES OF AMERICA 
BEFORE THE 
SECURITIES AND EXCHANGE COMMISSION 


April 6, 1966 
In the Matter of 
Fmsr Nationa, Crry Banx 


(Commingled Investment Account) 
(812-1823) 


Investment Company Act of 1940—Section 6(c) 


The National Association of Securities Dealers, Inc., one 
of the objectors in proceedings on an application of First 
National City Bank (“Bank”) pursuant to Section 6(c) of 
the Investment Company Act of 1940 (“Act”), filed a peti- 
tion for rehearing with respect to the Commission’s Find- 


ings, Opinion and Order of March 9, 1966 (Investment 
Company Act Release No. 4538). In that decision, the 
Commission granted exemptions from Sections 10(¢) and 
10(b) (3) and denied an exemption from Section 10(d) (2) 
of the Act with respect to the composition of a Committee 
which would be charged with supervision of @ Commingled 
Investment Account (“Account”) proposed to be estab- 
lished by the Bank and registered as an open-end invest- 
ment company. 


Petitioner, in urging the Commission to reconsider its 
decision, asserted that the Commission could not grant 
the cited exemptions unless it was satisfied that the Com- 
mittee would be vested with the directorial responsibilities 
contemplated by the Act. Petitioner contended that the 
Commission merely “assumed” that the Committee would 
discharge its responsibilities “ander the securities acts or 
otherwise.” In addition, petitioner asserted that the last 
quoted phrase, by its use of the disjunctive, indicated that 
the Committee’s directorial performance need not satisfy 
the requirements of the securities acts. Finally, petitioner 
asserted that the Commission’s decision recognized that 
the directors of the Bank, which will act as investment ad- 
viser to the Account, will have the ultimate responsibility 
for its management and direction and that the investors in 
the Account, who will vote only for the members of the 
Committee, will therefore be denied the right to elect the 

e Account as required by Sections 
16(a) and 18(i) of ssertion was based on 
the Commission’s finding, i 
to grant an exemption from Section 10 
have permitted only one member of the 
unaffiliated with the Bank, that the approval of the Bank’s 
proposal by the banking authorities did not appear to 
preclude more than one unaffiliated member provided, as 
stated by the Federal Reserve Board, the Account will 
“be operated under the effective control of the bank.” 


79 


The Commission was of the opinion that the contentions 
of petitioner, which were in substance the same as or 
based upon arguments previously presented, were without 
merit. It saw no inconsistency between the Federal Re- 
serve Board’s view that the Account was an arm or de- 
partment of the Bank for purposes of the Banking Act of 
1933 and under the effective control of the Bank, and its 
own view that for purposes of the Investment Company 
Act the account was a separate entity whose Committee 
was subject to its applicable provisions of that Act. In- 
deed, the Federal Reserve Board in its decision recognized 
that the Account would have to comply with certain re- 
quirements of the securities laws not applicable to a com- 
mon trust fund operated by a bank, and particularly that 
“supervision” of the Account would be “in the hands of 
a committee” elected by the investors. In assuming that 
the Committee, at least 40% of whose members must be 
unaffiliated with the Bank, would discharge its responsibili- 
ties under the “securities acts or otherwise,” the Commis- 
sion clearly indicated that in its opinion the banking laws 
or regulations did not preclude the exercise of such re- 
sponsibilities. Moreover, the Commission pointed out that 
its use of the disjunctive was obviously not intended to 
imply that the Committee was free to avoid discharging 
any of the responsibilities which attach to it under the 
securities acts. 


Accordingly, Ir Is Orperep that the petition for rehear- 
ing be, and it hereby is, denied. 


By the Commission. 
Orvat L. DuBois 
Secretary 
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In THE 
Unirep Srares Court or APPEALS 
For tax District or CoLUMBIA Crecurr 


No. 20,164 
Namronan Association oF Securrmes DEALERS, Inc., 
Petitioner, 
Vv. 


Securities AND ExcHaNceE CoMMISSION, Respondent, 
First Nationat Crry Bank, Intervenor. 


Prehearing Conference Stipulation 


Pursuant to Rule 38(k) of this Court, and subject to 
its approval, the parties and First National City Bank, 
intervenor herein, hereby stipulate and agree as follows 
with respect to the issues and the contents of the joint 
appendix herein. 


L 


Issues 


Counsel for the parties and the intervenor exchanged 
proposed statements of issues and met in an attempt to 
agree upon a joint statement of issues. They were unable 
to do so. In the light of the discussion among counsel, 
counsel for the parties and the intervenor understand the 
nature of the contentions to be made by each other, and 
will be able to proceed with the preparation of the case. 


Counsel for the petitioner tentatively state thejr view 
of the issues as follows: 


1. Whether the Commission exceeded its authority un- 
der Section 6(c) of the Investment Company Act in grant- 
ing exemptions from Section 10 of that Act. 


2. Whether the granted exemptions are consistent with 
the purposes fairly intended by the policy and provisions 
of the Investment Company Act and the protection of 
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investors, and are necessary or appropirate in the public 
interest. 


3. Whether the Commission may grant exemptions from 
Section 10 of the Investment Company Act unless it finds 
that the Committee here proposed will exercise the direc- 
torial functions contemplated by the Act, without which 
exercise investors would in effect be denied the companion 
statutory rights to vote and elect directors. 


4. Whether the Commission failed to comply with Sec- 
tion 8(b) of the Administrative Procedure Act. 


Counsel for respondent and counsel for the intervenor 
tentatively state their view of the issues as follows: 


1. Whether the Commission acted within the bounds of 
its discretionary authority under Section 6(c) of the In- 
vestment Company Act of 1940 in exempting a bank col- 
lective investment fund from certain provisions of Sec- 
tion 10 of that Act, which, in effect, would have required 
a majority of the board of directors of the fund to be 
composed of persons who are not officers or directors of 
the bank, with the result that at least 40 per cent of the 
board members will at all times be persons “unaffiliated” 
with the bank. 


2. Whether the Commission was entitled to assume that 
the provisions of the Investment Company Act of 1940 
would be complied with by the directors of the bank col- 
lective investment fund, in the absence of any showing 
to the contrary. 


Counsel for the intervenor tentatively states the fol- 
lowing additional issue: 

Whether the Court should dismiss a petition for review 
of Orders of the Securities and Exchange Commission per- 
mitting registration under the Investment Company Act 
of 1940 of a bank collective investment fund which charges 
no sales load where petitioner is an association of brokers 
and dealers who have made no showing of injury result- 
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ing from such Orders and whose only interest, if any, 
is in the protection of the commission business derived 
from the sale of mutual fund shares. 


All counsel reserve the right in their briefs to make 
some rephrasing of the tentative issues stated above, and 
to respond in their briefs to any matters raised in the 
briefs of the opposing parties. They agree that this stipu- 
lation shall not be construed as a waiver by any of them of 
any objection based on the ground that one or all of the 
points raised in the issues above stated are irrelevant, 
without foundation in the record, not properly preserved 
below, or otherwise not open to review. 


I. 
Procedures with respect to printing of the joint appendix. 


It is contemplated that only the following portions of 
the record in this case before the Commission will require 
printing in the joint appendix: 

1. Application of the First National City Bank, filed with 
the Commission August 24, 1965, pursuant to Section 6(¢) 
for order of exemption from provisions of Sections 10(b) 
(3), 10(e), 10(d) (2), 15(a), 16(a), 17(£), 17(g) and 32(a) 
(2) of the Investment Company Act of 1940 (File No. 
812-1823). 


2. Notice of the Commission, dated September 2, 1965, 
of filing of application pursuant to Section 6(c) for an 
order of exemption from Sections 10(b) (3), 10(¢), 10(4) 
(2), 15(a), 16(a), 17(£), 17(g) and 32(a)(2) of the In- 
vestment Company Act of 1940, in the matter of First 
National City Bank (Commingled Investment Account) 
(File No. 812-1823). 


3. Order of the Commission, dated October 20, 1965, 
establishing the procedure for the filing of briefs and the 
presentation of oral argument respecting an application 
for an order of exemption from certain Sections of the 
Investment Company Act of 1940. 
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4. Motion for amendment, filed December 8, 1965, on 
behalf of the National Association of Securities Dealers, 
Inc. 


5. Order of the Commission, dated December 17, 1965, 
denying motion and granting extension to December 28, 
1965, for the filing of reply briefs. 

6. Letter of the Comptroller of the Currency dated May 
10, 1965, approving Commingled Investment Account, in- 
cluded as Exhibit A of brief of First National City Bank 
in answer to motion for amendment of National Associa- 
tion of Securities Dealers, Inc. 


7. Findings, opinion and order of the Commission, dated 
March 9, 1966. 


8. Correction of findings, opinion and order of the Com- 
mission, dated March 14, 1966. 


9. Petition for rehearing filed March 14, 1966, on behalf 
of the National Association of Securities Dealers, Inc. 


10. Order of the Commission, dated April 6, 1966, deny- 
ing petition for rehearing. 


It is further agreed that any party and the intervenor, 
in brief or at the hearing of the case, may refer to and 
rely upon any other portion of the record to the extent 
that such portion may be material to the issues, it being 
understood that any portion thus referred to will be re- 
produced in a supplemental joint appendix if the Court so 
requires. 

Marc A. Ware 
Attorney for Petitioner 


Davin FERBER 
Attorney for Respondent 
Samus E. Gates 


Attorney for Intervenor 
Darep: June 6, 1966. 


84 


Prehearing Order 
Counsel for the parties in the above-entitled case hav- 
ing submitted their stipulation pursuant to Rule 38(k) 
of the General Rules of this Court, and the stipulation hav- 


ing been considered, the stipulation is approved, and it is 


Orperep that the stipulation shall control further pro- 
ceedings in this case unless modified by further order 
of this court, and that the stipulation and this order shall 
be printed in the joint appendix herein. 
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United States Court of Appeals 
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Nationa, Association or Securities Drawers, Inc., 
Petitioner, 
Vv. 


Srcurities anp Excuance Commission, Respondent, 
First Nationa City Bank, Intervenor. 


On Petition To Review an Order of the 
Securities and Exchange Commission 


United States Marc A. Wire 
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: S88 17th Street, N. W. 
Washington, D. C. 20006 


Watcn paige B. Levin 


Brown Lund & Levin 
1625 Eye Street, N. W. 
Washington, D. C. 20006 


SthICt Of Columbia Circuit 


Parss og Byron S, Apams Prrvrinc, INc., rasa cron, D.C. 
ESPs 


STATEMENT OF QUESTIONS PRESENTED 


1. Whether the Securities and Exchange Commission 
exceeded its authority under Section 6(c) of the Invest- 
ment Company Act in granting exemptions from Section 
10 of that Act. 


2. Whether the granted exemptions are consistent with 
the purposes fairly intended by the policy and provisions 
of the Investment Company Act and the protection of 
investors, and are necessary or appropriate in the public 
interest. 


3. Whether the Commission may grant exemptions from 
Section 10 of the Investment Company Act unless it finds 


that the Committee here proposed will exercise the direc- 
torial functions contemplated by the Act, without which 
exercise investors would in effect be denied the companion 
statutory rights to vote and elect directors. 


4, Whether the Commission failed to comply with the 
requirement of Section 8(b) of the Administrative Pro- 
cedure Act that the basis for conclusions be stated. 


Jurisdictional Statement 
Statement of the Case 
Statutes Involved 
Summary of Argument 


I. The Commission’s action contravenes the pur- 
pose and policy of Section 10 of the Act 


A. The purpose of Section 10 generally 
B. Section 10(c) of the Act 
C. The Commission’s decision 


II. The Commission exceeded its authority under 
Section 6(c) of the Act 


Til. In any event, the Commission could not grant 
any exemptions from Section 10 of the Act unless 
it found, which it did not, that the Committee 
would exercise the directorial functions contem- 
plated by the Act 


Conclusion 
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IN THE 


United States Court of Appeals 


For THE Disraicr or Couumsr Circuir 


No. 20,164 


Nationa, Association oF Securities Deatzrs, Inc., 
Petitioner, 
v. 


Securities anp ExcHance Commission, Respondent, 
First Narionau Crry Bank, Intervenor. 


On Petition To Review an Order of the 
Securities and Exchange Commission 


BRIEF FOR PETITIONER 


JURISDICTIONAL STATEMENT 


This is a petition filed by the National Association of 
Securities Dealers, Inc. (‘‘the Association’’) to review or- 
ders under the Investment Company Act of 1940 (‘‘the 
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Act’’)? entered by the Securities and Exchange Commis- 
sion (‘‘the Commission’’). The First National City Bank 
of New York City (‘‘the Bank’’), the intervenor herein,” 
initiated the proceeding below with an application under 
Section 6(c) of the Act* The application (JA 2) requested 
exemptions from various provisions of the Act, including 
Sections 10(b) (3), 10(¢) and 10(d) (2).* 


In effect, except for nomenclature, the Bank proposed to 
sponsor an open-end investment company or mutual fund 
for which it would be the underwriter and investment ad- 
viser. The fund would have a portfolio of equity secur- 
ities and would make a continuous offering to the public 
of common stock at current net asset value, on which basis 
the shares would also be redeemed. 


There was no evidentiary hearing on the application. 
The Association and other participants, including the Bank, 
filed briefs and presented oral argument. The Association, 
as did others, opposed the grant of exemptions requested 


from Section 10. 


The Commission in a Findings and Opinion and Order 
dated March 9, 1966, in substance, granted the exemptions 
requested except that from Section 10(d)(2) (JA 52). 
One Commissioner dissented from the grant of the exemp- 
tions (JA 68). In a Correction of Findings, Opinion and 
Order dated March 14, 1966, (J A 73) the Commission 
granted an exemption from Section 10(b) (2) of the Act.® 
On March 14, 1966, the Association filed a petition for 
rehearing (JA 75), which the Commission denied by an 
Order dated April 6, 1966 (JA 77). 

1 Act of August 22, 1940, ¢. 686, 54 Stat. 789, ct seq, US.C.A., Title 15 
§ 80a-1, et seq. 

2 Intervention was permitted by this Court’s order of June 3, 1966. 

354 Stat. 800, U.S.C.A., Title 15, § 802-6(c). 

454 Stat. 806, US.C.A, Title 15, $6 80a-10(b) (3), 10(¢) and 10(4) (2). 

554 Stat. 804, U.S.C-A, Title 15, § 80a-10(b) (2). 
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The Association filed its petition for review on May 5, 
1966. This Court has jurisdiction under Section 43(a) 
of the Act.” 


STATEMENT OF THE CASE 


In its application to the Commission, the Bank pro- 
posed a Commingled Investment Account (‘‘the Account’’) 
to be operated as a collective investment fund pursuant to 
applicable regulations of the Comptroller of the Currency. 
The Account will register under the Investment Company 
Act as a diversified, open-end, management investment 
company (JA 2). The Bank, on a continuing basis and 


6 The functions and activities of the Association constitute an integral part 
of the federal system of securities regulation, The Association is registered 
with the Commission under Section 15A of the Securities Exchange Act of 
1934, Act of June 25, 1938, c. 677, 52 Stat. 1070, U.8.C.A., Title 15 § 780-3(a), 
which authorized its creation. The Association has 3,700 members who are 
registered as brokers and dealera with the Commission under that statute. 
In accordance with the requirements of Section 15A, the rules of the Associa- 
tion are designed to promote just and equitable principles of trade and to 
prevent fradulent practices on the part of underwriters and dealers in 
investment company securities as well as other securities. The Association 
has power to exclude or otherwise sanction its members found guilty of 
violation of the federal securities laws or of deceptive and manipulative 
practices upon the public. Under the Investment Company Act, the Associa- 
tion is given important functions and rule making power to ensure that 
member dealers in their dealings with investment companies do so without 
prejudice to such companies and their investors. Furthermore, the Associa- 
tion is engaged in policing, in respect of its members, the Commission’s 
statement of policy as to what would be deemed misleading statements or 
omissions of material fact in sales literature used in the sale of shares of 
open-end investment companies. 

The Bank sponsored investment company here involved will compete with 
existing open-end investment companies and those who sell the securities of 
such companies, Approximately 90% of the Association’s members sell shares 
of open-end investment companies from time to time. 


754 Stat. $44, as amended, U-8.C.A, Title 15, § 80a-42(a). 


8 The Commission pointed out that under ‘‘Section 2(a)(8) of the Act, a 
‘fund’, such as the Account, is an investment company’’ (JA 55). Section 
4 of the Act, 54 Stat. 797, U.S.C.A., Title 15 § 80a-4, classifies a management 
company as any investment company other than a face amount certificate 
company or a unit investment trust. Section 5 of the Act, 54 Stat. 800, 


[continued on p. 4] 
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without a sales charge, will sell participations of $10,000 
or more in the Account, pursuant to an agreement between 
the investor and the Bank under which the Bank will act 
as managing agent (not as trustee) for the investor (JA 
15). The funds in the Account will be invested principally 
in common stocks and securities convertible into common 
stocks (JA 16). The investor’s interest in the Account 
will be represented by units of participation, with the pro- 
portionate interest of each investor expressed by the num- 
ber of units allocated to him (JA 17). The value of a unit 
will be determined by its net asset value, i.e., the propor- 
tionate share such a unit represents of the total value of 
the net assets of the Account (JA 18). Participants will 
be entitled to redeem their units and receive the current 
net asset value (JA 21). Hach unit will carry the right to 
one vote (JA 26). 


Under a management agreement, to be approved by the 
participants at their first meeting, the Bank will maintain 
a continuous investment program for the Account and de- 
termine what securities are to be purchased and sold for 
the Account. For its services, the Bank will receive a fee, 
equal on an annual basis, to 4 of 1% of the average net 
asset value of the Account (JA 26). 


The operation of the Account will be subject to the super- 
vision of a committee (‘‘the Committee’) of at least 
three persons with only one member unaffiliated with the 
Bank (JA 3, 15). The Committee, initially appointed by 
the Bank, will be elected by the participants at annual 
meetings (JA 3, 26). 


It is for this Committee that exemptions were requested 
under Section 10 of the Act (JA 7), which relates to the 


[continued from p. 3] 

U.S.C.A., Title 15, §80a-5, subclassifies 3 management company (i) as 
‘open-end’? if it offers for sale a ‘‘redeemable security’’, defined in Section 
2(a)(31) of the Act, 54 Stat. 790, US.C.A, Title 15, § 80a-2(a)(31), a8 a 
security which entitles the holder to receive, either in cash or kind, his 
proportionate share of the issuer’s net assets, and (ii) as << diversified’’ if its 
assets meet certain prescribed standards so that its investments consist 
primarily of a diversified portfolio. 
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composition of the board of directors of an investment 
company.® The Commission denied the exemption from 
' Section 10(d)(2) and granted the others.*° One Commis- 
' sioner dissented from the grant of the exemptions. As a 
result of the denial, no more than 60% of the Committee’s 
; membership may be officers or directors of, or otherwise 
' affiliated with, the Bank, as required by Section 10(a) of 
| the Act. The exemptions to which the Association ob- 
jected, but which were granted by the Commission, relieved 
the Bank from the following statutory prohibitions: 


(1) the majority of the board of directors of an in- 
vestment company may not consist of persons who are 
officers or directors of any one bank—Section 10(c) of 
the Act, and 


(2) a majority of the board may not be composed of 
persons who are investment bankers or their affiliates— 
Section 10(b)(3) of the Act. The Commission imposed 
a restrictive condition in this regard (JA 65).” 


9 Section 2(a)(12) of the Act, 54 Stat. 790, U.S.C.A., Title 15, §80a- 
2(a)(12), defines the term ‘‘director’’ to include ‘‘any director of a 
' corporation or any person performing similar functions with respect to any 
organization, whether incorporated or unincorporated.’’ 


10The Commission also granted exemptions from provisions of the Act 
other than Section 10 which were requested by the Bank and which were not 


opposed. 
1154 Stat. 806, U.S.C.A, Title 15, § 80a-10(a). 


12Since the Bank participates from time to time in syndicates under- 
writing United States Government and municipal obligations, it is an 
‘¢investment banker’’, defined by Section 2(a)(20) of the Act, 54 Stat. 790, 
U.S.C.A., Title 15, § 80a-2(2) (20), as ‘‘any person engaged in the business of 
underwriting securities issued by other persons’? (JA 64). 

The Commission’s subsequent Correction Order exempted the Bank from a 
comparable prohibition in Section 10(b)(2) of the Act as to the principal 
underwriter of an investment company’s securities, The Commission found 
that the Bank was an underwriter with respect to the Account’s securities 
(JA 74). 
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STATUTES INVOLVED 


The relevant statutory provisions are set forth in an ap- 
pendix hereto. 


SUMMARY OF ARGUMENT 


The Commission exceeded its authority under Section 
6(c) of the Investment Company Act in granting exemp- 
tions from Section 10. The Commission must find that an 
exemption, in the language of Section 6(c), ‘‘is necessary 
or appropriate in the public interest and consistent with 
the protection of investors and the purposes fairly intended 
by the policy and provisions” of the Act. The Commis- 
sion’s action contravened the purpose and policy of the 
statute. 


Section 10 of the Act is one of the prophylatic measures 
embodied in the statute to prevent imposition by ‘‘in- 
siders”. To treat with the problem of conflicts of in- 
terest, actual or potential, Section 10 imposes various re- 
strictions on the composition of a board of directors of 
an investment company. Section 10(c), which resulted 
from a history of gross abuse in the pank-investment com- 
pany interlock, provides that a majority of the board of 
directors of an investment company may not consist of 
persons who are officers and directors of any one bank. 


Here the existence of potential conflicts of interest be- 
tween the Bank and the investment company is acknowl- 
edged, thus presenting the very type of situation to which 
Section 10(c) is directed. In these circumstances, the Com- 
mission had no warrant to invoke Section 6(c). That pro- 
vision does not vest the Commission with a general dis- 
pensing authority. Whatever the breadth of its power 
under Section 6(c), the Commission may not undo the policy 
carefully and deliberately prescribed in Section 10(c). 
The Commission’s action permits precisely that which the 
Congress concluded was against the public interest and con- 
trary to the protection of investors—an investment com- 
pany that is an adjunct of a bank. 
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The Commission did not find, nor could it, that the Com- 
mittee (the ostensible board of directors) to be elected by 
investors would exercise the directorial functions con- 
templated by the statute. It simply ‘‘assumed’’ that this 
would be the case and thereby sought to avoid a funda- 
mental matter of statutory compliance. But how can the 
Commission find that it is in the public interest and con- 
sistent with the protection of investors and the statutory 
policies, to permit a board of directors, composed in a 
manner authorized by the Commission, unless it is satisfied 
that the Board, however composed, will be assigned and 
perform the duties contemplated by the Act? 


The companion statutory rights to vote and elect direc- 
tors are satisfied, as the Commission itself has maintained, 
only if the investor is entitled to select the directors who 
have the ultimate responsibility for investment decision 
and management, the essence of an investment company’s 
being. Here, although the Account will be under the 
Committee’s ‘‘supervision’’, which is nowhere described 
and the details of which the Commission refused to elicit, 
the Account, as the Commission recognized, will be a de- 
partment, and under the effective control, of the Bank. 
Furthermore, under the applicable banking regulations, the 
real management of the Account will not be the Committee, 
but the board of directors of the Bank. The investor, how- 
ever, will have no voice in the election of the Bank’s board, 
where it would be meaningful, 


Having ignored this matter in its Findings and Opinion, 
the Commission, in its order denying our petition for re- 
hearing, stated that ‘‘it had clearly indicated that in its 
opinion the banking laws or regulations did not preclude 
the exercise of [the Committee’s directorial] duties.’? The 
Commission did not state the basis for this conclusion, as 
required by Section 8(b) of the Administrative Procedure 
Act. The Commission did not even refer to, let alone dis- 
cuss, the pertinent banking regulations. 
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ARGUMENT 


L. THE COMMISSION'S ACTION CONTRAVENES THE PURPOSE 
KND POLICY OF SECTION 10 OF THE. ACT 


To grant an exemption under Section 6(c) of the Act 
the Commission must find that it ‘tig necessary Or appro- 
priate in the public interest and consistent with the pro- 
tection of investors and the purposes fairly intended by 
the policy and provisions of this title.”’ (Emphasis added) 


A. The Purpose of Section 10 Generally. 


The Commission’s comprehensive study of investment 
companies which led to the passage of the Act revealed a 
history ef abuse and imposition on the part of certain in- 
siders.* A paramount purpose of the Act is to prevent a 
recurrence of this spohation and to treat with the problem 
of conflicts of interest, actual and potential, particularly 
as it relates to investment company directors and officers 
and their affiliates who are in a position to enjoy the 
emoluments and patronage which an investment company 
provides.* Included in the statutory arsenal directed to 


18 The Commission’s study, Investment Trusts and Investment Companies, 
was undertaken pursuant to Section 30 of the Public Utility Holding Company 
‘Act of 1935, Act of Angust 26, 1935, c. 687, 49 Stat. 837, U.S.C.A., Title 15, 
$794. The Commission’s recommendations for legislation were embodied in 
§. 3580, 76th Cong. 3d Sess., which it drafted and which was the subject of 
detailed hearings before a Subcommittee of the Senate Committee on Banking 
and Currency (‘Senate Hearings’’). ‘While the investment company industry 
did not oppose legislation as such, it objected to: certain provisions of the 
Dill. The Commission and the industry arrived at a compromise that took the 
form of 8 4208 and H.R, 10065, 76th Cong. 3d Sess, After hearings before 
the Senate Committee on the modified bill, a Subcommitteo of the House 
Committee on Interstate and Foreign Commerce held hearings on H.R. 10065 
(“House Hearings’”). The Jegislation was enacted essentially in the 
recommended compromise form. 


14 Section 1(b) of the Act, 54 Stat. 789, US.C.A., Title 15, § 80a-1(b) 
declares ‘‘that the national public interest and the interest of investors are 
adversely affeeted’’, inter alia: 

2 * * 
¢¢(2) when investment companies are organized, operated, managed, or 
their portfolio securities are selected, in the interest of directors, officers, 
investment advisers, depositors, or other affiliated persons thereof, in the 
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this end are two sets of complementary and supplementary 
prohibitions, one relating to so-called self dealing, Sec- 
tion 17 of the Act,!® and the other to the composition of 
the board of directors of an investment company, Section 
10 of the Act. 


Section 17 of the Act, as here relevant, in effect gener- 
ally prohibits any ‘‘affiliated person’’ (defined in Section 
2(a)(3) of the Act?® to include an investment adviser, offi- 
cer, director, employee, 5% shareholder or controlling per- 
son) of an investment company, or any affiliated person of 
such an affiliated person, to sell to, or purchase from, the 
investment company any securities or other property, .or 
to borrow from the investment company, or to effect a 
transaction in which the investment company is a joint 
participant.*7 The Commission may permit a prohibited 
transaction upon a showing, inter alia, of the fairness of 
the transaction.” 


The statutory prophylaxis, however, is not limited to 
this flat prohibition of transactions in which the potential 
conflict of interest is obvious. Section 10 embodies an 
even more pervasive preventive to protect the investing 
public from the pressures and temptations, oftentimes not 


See ee 
interest .of underwriters, brokers, or dealers, in ‘the ‘interest of special 
classes of their security holders, or in the interest of other investment 
companies or persons engaged in other lines of business, rather than 
in the interest of all classes of such companies’ security ‘holders; 

* ° ad 
It is hereby declared that the policy and purposes of this title, in 
accordance with which the provisions of this title shall ‘be interpreted, 
are to mitigate and, so far as is feasible, to eliminate the conditions 
enumerated in this section which adversely affect the national public 
interest and the interest of investors.’’ 


15 54 Stat. 815, U.8.C.A., Title 15, §80a-17. 
16 54 Stat. 790, U.S.C.A., Title 15, §80a-2(a) (3). 


17 Section 17(a) of the Act, Section 17(@) and Rule 17 CER 270 174-1 
thereunder. 


18 Section 17(b) of the Act and Bule 174-1. 
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evident, generated by the mere existence of dual loyalties.” 
Its provisions are designed essentially to immunize the 
board from domination by directors with certain business 
affiliations. Its function, as the Commission has pointed 
out, is  ... to insure that a certain percentage of directors 
will not themselves possess affiliations which involve po- 
tentially conflicting interests.’’ 2° Thus, the majority of the 
board of directors of an investment company may not con- 
sist of persons who are officers or directors of any one bank, 
Section 10(c), or who are regular brokers for the company 
or principal underwriters of its securities, or investment 
bankers, Section 10(b), or in each case persons affiliated 
with them; and no more than 60% of the board may consist 
of investment advisers to the investment company or 
affiliated persons of such advisers or officers or employees 
of the investment company, Section 10(a). 


The Commission acknowledges in its Findings and Opin- 
ion, as discussed below, that there are potential conflicts 
of interest in the arrangement presented. It emphasized 


this conflicts problem before a Congressional committee in 
urging the need for the statute’s application to this type of 
arrangement. The then Chairman of the Commission thus 
stated that ‘‘.. . there can be no doubt that potential areas 
of conflict between the fund and other aspects of the bank’s 


19 One Commission spokesman, L, M. C. Smith, in explaining the need for 
Section 10 stated: 


¢<, . . some of the serious losses have come from people who have tried 
to carry water on both shoulders, whose integrity I do not attack, but 
who have tried to act in a dual capacity and serve their own interest at 
the same time they have served the investment trust.’’ Senate Hearings, 
p. 207. 


20 Petroleum ond Trading Corporation, 11 8.E.C. 389, 393 (1942) where the 
Commission denied an exemption from certain provisions of Section 10 because, 
as the Commission put it, <<eonceivably’? a conflict of interest might arise 
in the circumstances presented. 

Commissioner Robert E. Healy, who supervised the Commission’s study, 
speaking of Section 10, stated: ‘‘... to prevent the evils which may result 
from the divided loyalties, certain specific restrictions are imposed on affilia- 
tions involving conflicts of interest.’? Senate Hearings, 44-45. 
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activities are present.’’ Elaborating on this subject he 
called attention ‘‘very briefly [to] four areas of potential 
conflict’? : 

“¢(1) Since the cash position of the fund’s portfolio 
may be deposited in the bank and used to make money 
for the bank, care must be taken to see that the ques- 
tion of how much of the portfolio should be kept in 
cash is decided on the proper grounds. [This poten- 
tial conflict is manifest here for the management agree- 
ment specifically provides: ‘‘The Bank will deter- 
mine what portion, if any, of the Commingled Account 
should be held uninvested ...’’ (JA 30).] 


“¢(2) The fund has brokerage business to direct. 
We have learned that at present brokerage is often 
distributed by banks according to a formula which 
rewards those brokers who keep balances in the bank 
or have other business relations with the bank. This 
policy of the banks could lead to excessive portfolio 
turnover or to the fund not receiving the maximum 
benefit from its brokerage business. 


‘¢(3) As I mentioned before, fund investments 
could be used to shore up bank investments. [The 
earlier reference was that ‘‘the mutual fund could be 
used to provide the cushion for bank loans.’’] 


‘¢(4) Banks are underwriters and dealers in various 
kinds of Government bonds, many of which might be 
a suitable class of investments for the mutual funds 
they sponsor. It should be noted that the banks are 
making vigorous efforts to expand the permissible 
boundaries of their underwriting activities—most re- 
cently in the area of revenue bonds.’ 


B. Section 10(c) of the Act. 


Before considering the Commission’s effort to avoid 
the statutory consequences of the undeniable conflicts prob- 
lem here presented, we shall discuss the background of 
Section 10(c). Its terms, policy and purpose make it clear 


21 Hearings before a Subcommittee of the Committee on Government 
Operations, House of Representatives, 88th Cong., lst Sess. (May 20, 1963), 
pp. 11-12, (‘Government Operations Hearings’’). 
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that the Commission’s action flies in the face ‘‘of the pur- 
poses fairly intended by the policy and provisions of this 
title’, the language used in Section 6(c) of the Act. 


Contrary to the Bank’s assertion below that Section 
10(c) is an ‘inadvertent provision’? and ‘‘was not con- 
sidered a very significant provision’’, a view which the 
Commission has at least tacitly endorsed by its action, 
Section 10(c) reflects a basic policy of the statute. The 
Section 10(c) prohibition, which would have been even 
more restrictive had the recommendation of commercial 
bankers been adopted, was proposed by the Commission 
and enacted by the Congress only after careful study and 
analysis. As described below, the demonstrated abuses 
and the conflicts that resulted from interlocking relation- 
ships between banks and investment companies compelled 
at a minimum the flat bar in Section 10(c) against any 
investment company being dominated by the management 
of one bank. The purpose and policy is manifest not only 
in the precise and unambiguous language of the statute 
but in the legislative history, which bristles with passages, 
almost in monotonous refrain, that condemn the bank- 
investment company interlock.” 


The Congress in summarizing the ‘‘more important’’ 
problems ‘‘which should be remedied by legislation’’ 
stated: 


“Brokers, security dealers, investment bankers and 
commercial banks are in a position to dominate the 
board of directors and control the management of in- 


vestment companies; and thus, when they are un- 


22 Transcript of oral argument, pp. 61 and 71. 


283 Section 10(c) is another manifestation of the overall Congressional 
apprehension of banker infiltration and domination stemming from the 
sences of the twenties, which finds expression in varying restrictions in 
other statutes. E.g., Public Utility Holding Company Act of 1935, see note 
66, infra; Banking Act of 1933, see p. 19, infra; Federal Power Act of 
1935, Sec. 305(b), Act of August 26, 1935, 49 Stat. 856, US.C.A., Title 16, 
§ 825d(b). 
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scrupulous, to advance their own pecuniary interests 
at the expense of the investment companies and their 
security holders.’? (Emphasis added)™* 


The Congress described the remedy it selected in the 
following unequivocal language: 


‘‘Hereafter the majority of the board of directors of 
an investment company may not consist of persons 
who are officers or directors of any one bank... .’’* 


The reason the Commission recommended Section 10(c) 
was explained during the Congressional hearings by David 
Schenker, chief counsel for the Commission’s study: 


“¢Subsection (¢) ... was inserted not only on the basis 
of our study, but after conferences with the Federal 
Reserve Board. There were very undesirable conse- 
quences flowing from interlocking directorships or 
interlocking relationships between commercial banks 
and investment companies. Some of the worst ex- 
amples of abuses we had in the whole study arose out 
of that relationship and the Federal Reserve Board, 
as well as ourselves, felt that in the future, there should 
not be that close relationship. The adversities of the 
investment trust may have harmful effects on the 
bank such as runs on the bank. They are so intimately 
tied up.’’ (Emphasis added.)* 
* ° a 
24 Senate Report No. 1775, 76th Cong. 3d Sees, (‘‘Senate Report’’), p. 7. 
Commissioner Healy made almost an identical statement at p. 58 of the 
House hearings. 


2 Senate Report, p. 14. The identical statement was made during the 
presentation before the House of Representatives, 86th Cong. Record, Part 9, 
p. 9810. To the samo effect, see House Report No. 2639, 76th Cong. 3d 
Sess. (‘‘House Report’’), p. 14. 


26 House Hearings, pp. 110-111. Mr. Schenker explained that the ‘‘grand- 
father clause’? in Section 10(c) was not to be extended and was not intended 
to derogate from the importance of the Section 10(¢) prohibition, but was a 
concession compelled by circumstance, ie., ‘‘. . . because of the delicate 
relationship involved between banks and investment companies, we said we 
would not recommend that the status quo be disturbed . . .’” Senate Hearings, 
p. 885. 
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‘The study showed that interlocking relationship be- 
tween investment companies and banks was a very 
unhealthy relationship both from the point of view of 
the bank and from the point of view of the investment 
trust * * * [O]ur study shows that it is not very satis- 
factory as far as the investment company or bank is 
concerned to put it mildly.””” 


L. M. C. Smith, associate counsel for the Commission’s 
study, in diseussing Section 10 and its effort to deal with 
the conflicts of interest problem, stated: 


‘Now, the situation in regard to these people, such 
as the managers and brokers and people like that, 
becomes more acute in the case of the investment 
banker and also im the case of the commercial banker 
_..? (which he then illustrated with case histories) 
Emphasis added.” 


Commissioner Robert B. Healy, in reviewing the Com- 
mission’s study which he supervised, stated : 


‘Subordination of the interest of security holders to 


those of promoters and management takes many 
forms. * * * Investment companies have been com- 
pelled to finance banking clients of the insiders, and 


—— 


27 Senate Hearings, p. 885. Mr. Schenker described a situation where 
officers and directors of a bank who also held similar positions with an 
investment company ‘‘used the investment funds to try to stablize the bank 
stock because they were afraid of a run.’’ Senate Hearings, p. 221. 

A Commission memorandum dealing with companies that did not file 
questionnaires or summary statements in connection with the Commission’s 
study declares: ‘‘The experience of bank-sponsored or affiliated trusts 
jncluded in this section of the Commission’s report appears to have been 
almost uniformily disastrous.’’ Senate Hearings, p. 793. See also Invest- 
ment Trusts and Investment Companies, Part III, Abuses and Deficiencies in 
the Organization and Operation of Investment Trusts and Investment 
Companies, pp. 115-181 for detailed case histories. 


28 Senate Hearings, p. 207. Mr. Schenker, commenting on this testimony, 
stated: 
¢<Pake Mr. Smith’s case of the loans to the bank officers. They loaned 
money to officers and directors, who got into margined accounts and 
gambled their heads off with investment-company funds and bank funds.’’ 
Senate Hearings, p. 804. 
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companies in which they were personally interested. 
* * * The public’s funds are used to further the bank- 
ing business of the insiders . . . and otherwise to 
serve the personal interests of the sponsors and man- 
agement.’ 


The Commission’s presentation was so persuasive that 
Senator Robert F. Wagner, Chairman of the Committee, 
was led to conclude: 


“¢.| .. I would think it would be better if the entire 
board were free of any kind of influence from bankers; 
because I think you can get other men. Of course, 
I know that is ideal and that we are not going to get 
that far; but then there would be no chance about 
their loyalty being consciously or subconsciously only 
to their investment trust rather than to outside inter- 
ests * * * I still say there should be complete separa- 
tion, and that in the long run it will serve a better 
purpose.*° 


Nor was Senator Wagner alone in his view. The Com- 
mission’s L. M. C. Smith testified that this was the view 


too of commercial bankers but that a ‘‘middle road’? ap- 
proach was taken by the Commission: 


“‘T think there is nothing so clear as the fact that this 
relationship between the banks and the investment 
companies has proved unfortunate. The president of 
the Liberty Bank said there ought to be absolute segre- 
gation. The head of the M & T Bank said the same 
thing. The head of the Central Illinois said that the 
relationship was unsatisfactory. I do not think there 
is any question about it so far as our record is con- 


cerned.’ ”#* 
* * e 


29 Senate Hearings, p. 37. 


30 Senate Hearings, p. 222. 


31 Senate Hearings, pp. 885-886. Mr. Schenker added that the ‘‘directors 
of the Chatham & Phoenix Bank, which also had an investment trast, 
said it was a very undesirable and unfortunate relationship.’’ Senate 
Hearings, p. 886. 
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«¢ I ean show you various people in the industry 
who have appeared in our hearings, and otherwise, 
who have advocated complete segregation of the in- 
vestment banker and commercial banks from invest- 
ment companies, so that the position we take is a 
middle-road one between no regulation and complete 
segregation. 


As Commissioner Healy put it, Section 10 was a ‘‘com- 
promise’’, 


“c. . , instead of . . . having a complete segregation 
of investment bankers or commercial bankers or brok- 
ers, an attempt was made to permit it and then to cir- 
cumscribe it.’ 


Farther evidence that Congress meant the lines it drew 
in Section 10(c) to be enforced, and not tampered with, is 
the evolution of the provisions relating to the bank inter- 
lock. Under the original bill proposed by the Commission, 
the type of prohibition now contained in Section 10(c) was 


$2 Senate Hearings, p. 217. In hearings conducted by the Commission in 
connection with its study, one bank official, in light of his experience, 
testified : 
ce... I think very decidedly it is a mistake for an officer of a commercial 
bank to have any connection with an investment trust. °° * T am 
absolutely opposed to a commercial bank engaging in the investment 
business in any way. I don’t think the two mix. Mr. Dawes [Henry 
M. Dawes, a former Comptroller of the Currency, who had been associated 
with the witness] referred this morning to the department store angle 
of commercial banks, which I think probably expresses the tendency upon 
the part of commercial banks to engage in altogether too broad a service 
a fow years ago... [A]side from a trust business, I feel a commercial 
bank should confine itself strictly to a bank of deposit and a bank 
making short-term commercial loans.’’ 


Mr, Dawes commented: 


“€J dont believe that any of us associated with that group of interests 
out there had an interest or desire to get into this sort of departmental 
banking that we did. But it just grew out of this competitive situation.’’ 
Investments Trusts and Investment Componies, Part III, pp. 178, 179, 
181. 


383 Senate Hearings, p. 1049. 
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not limited to banks but applicable to all types of com- 
panies™ so that ‘‘no longer should an investment trust be 
an adjunct to somebody else’s business.’** While the pro- 
hibition in its general terms was eliminated, it was re- 
tained with respect to banks. An investment company was 
simplyfnot to be an ‘‘adjunct’’ of a bank. 


In addition, Congress considered other aspects of the 
bank interlock problem. The original bill would even have 
prohibited a director or officer of a bank from serving as 
investment officer or manager of an investment company.** 
This restriction may not have survived on the premise that 
since the bank could not dominate the investment company 
board, the bank official would be subject to surveillance by 
an independent board, a condition which would not prevail 
under the Commission’s decision. 


The ‘‘intent of Congress must be culled from the events 
surrounding the passage of the 1940 legislation.’** And 
the foregoing demonstrates with a certainty that Congress 


intended the flat and inexorable prohibition contained in 
Section 10(c). Experience compelled it, if indeed not even 
a more stringent proscription, as previously indicated. 
The metes and bounds of a bank’s relationship to an in- 
vestment company were carefully considered and ham- 
mered out. The statute expresses the Congressional 
determination that an investment company shall not have 
a board dominated by the directors and officers of any one 
bank. And a bank may function only within these per- 
missible limits. The Congress concluded that this was 


—_ 


34 Section 10(a)(1), 8. 3580. 

85 David Schenker, Senate Hearings, p. 878. 

36 Section 10(d)(2), 8. 3580. 

37 S.E.C. v. Capital Gains Research Bureau, 375 US. 180, 199-200 (1963). 
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necessary in the public interest and for the protection of 
investors. 


Certainly on the record before it, containing acknowl- 
edged conflicts of interest, the Commission had no warrant 
to invoke Section 6(¢) and undo this Congressional policy. 
Section 6(c) is a vehicle for effectuating, not frustrating, 
statutory principles, as is more fully discussed below. 


C. The Commission’s Decision. 


Although the Commission attempted to rationalize a 
basis for asserting that there was no need for applying 
Section 10(c), a matter which we shall analyze below, the 
moving consideration for its conclusion, in our opinion, is 
to be found elsewhere. To understand the Commission’s 
action, the Bank’s application must be examined in the 
setting of certain innovations under the banking laws be- 
cause they became the Commission’s primary concern, 
rather than Section 10(¢) of the Act, which should have 
been the Commission’s sole point of focus. This misplaced 


emphasis, in our opinion, is attributable to the Commis- 
sion’s wholly irrelevant desire, however well intentioned, 
to avoid a legislative contest. 


Prior to 1963 national banks were not permitted to com- 
mingle managing agency accounts and create a fund such 
as here involved. This innovation was introduced by the 
Comptroller of the Currency following the transfer to him 
in 1962 of regulatory authority over the trust and fiduciary 
functions of national banks (JA 56)2° Until then this au- 


38In Gilman v. Jack, 148 Maino 171, 91 A. 24 207, 209 (Sup. Jud. Ct. 
Maine, 1952), the court in commenting on a related provision in the Public 
Utility Holding Act of 1935 stated: 


6J¢ makes no difference how high minded or otherwise qualified 3 
person may be. If he comes within one of the prohibited classes 
enumerated, he is barred from holding office.’” 


39 The authority of the Comptroller of the Currency to permit this activity 
ig being challenged in Investment Company Institute et al. v- James J. 
Sazon, Comptroller of the Currency, D-D.C., Civil Action No. 1083-66. 
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thority had been vested in the Federal Reserve Board, 
which had refused to permit an arrangement such as is 
here involved and the consequent excursion by banks into 
the investment company business.*° The Board continues 
to have authority for the administration of Section 32 of 
the Banking Act of 1933, which prohibits any individual 
associated with a corporation primarily engaged in the 
‘“igsue, flotation, underwriting, public sale or distribution 
... Of... securities’? from serving as an officer, director 
or employee of any member bank of the Federal Reserve 
system (JA 57). 


The Board has consistently taken the view that the inter- 
locking relationship described in Section 32 between open- 
end investment companies and member banks is prohibited 
(JA 71). However, in a ruling obtained by the Bank, the 
Board found no violation of Section 32 because, as the 
Board stated, it understood from the Bank’s representa- 
tions that the Account would ‘‘be operated under the ef- 
fective control of the bank’’, and it concluded that ‘‘the 


bank and Account would constitute a single entity for pur- 
poses of Section 32... since Account would be regarded 
as nothing more than an arm or department of the bank.’ 
In other words, the Board’s ruling is premised on the fact 
that the ®ecount is part and parcel of the Bank. This, of 
course, is the very condition Section 10(c) outlaws. 


The Commission’s overriding concern, for which it was 
willing to sacrifice Section 10(c), was the preservation of 
the Bank’s position before the Federal Reserve Board and 
the ruling it produced. The Bank was in a quandary. It 
had persuaded the Federal Reserve Board to conclude that 
the Bank and the Account would constitute a single entity; 


40 Government Operations Hearings (note 21, supra) pp. 5-6. 


41 This prohibition is one of a series of provisions in the Banking Act 
of 1933 designed to divorce commercial banking from investment banking 
(JA 71). 


42.30 Federal, Register, No. 195 (October 8, 1965) 12836. 
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if they were separate entities and conducted as such, Sec- 
tion 32 obviously would be violated under the Board’s con- 
sistent rulings. On the other hand, before the Commis- 
sion, the Bank had to recognize that under the Investment 
Company Act the Account is an entity separate from the 
Bank (JA 55) and must have a board of directors which 
meets the requirements of Section 10. But, as the Com- 
mission full well appreciated, if the Account were to com- 
ply with Section 10(c), the underpinnings of the Bank’s 
position before the Board would be struck down. The 
Commission concluded that it would resolve the Bank’s 
dilemma by abandoning Section 10(c) of the Investment 
Company Act. 


The paramount concern of the Commission is evident 
from its Findings and Opinion. Thus, in refusing to grant 
the exemption which would have permitted the Committee 
to have but one unaffiliated member, and instead requiring 
that at least 40% of the Committee be unaffiliated as pro- 
vided in Section 10(a) of the Act (see p. 10, supra), the 
Commission stated: 


‘We are not persuaded on the basis of the submis- 
sions before us that an exemption from Section 10 
(d)(2) is necessary to enable the Bank to create and 
operate the Account under the rulings of the banking 
authorities or is otherwise necessary or appropriate in 
the public interest. The approval of the Bank’s pro- 
posal by the Comptroller and the Federal Reserve 
Board does not appear to preclude more than one un- 
affiliated member on the Committee, provided, as 
stated by the Board, the Account will, ‘be operated 
under the effective control of the bank.’ ”’ (JA 66) 


This passage is the key to the Commission’s approach. 
The requirements of the Investment Company Act were to 
be honored only insofar as they would not jeopardize the 
ruling the Bank had obtained. Since compliance with Sec- 
tion 10(¢) would produce an irreparable impairment, it was 
subordinated and ignored. 
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The Commission’s approach was based on a misconcep- 
tion as to its functions in enforcing Section 10(c). This 
is clear from its action and as amplified by the following 
statement of the Commission to a Congressional Commit- 
tee made contemporaneously with the issuance of the Com- 
mission’s Findings and Opinion: 


“There are those who believe that this expansion of 
the investment activities of banks should, as a matter 
of national policy, not be permitted. I do not dismiss 
this view which may present significant policy issues, 
but I do not think it is a question for the Commission. 
* * © T believe the policy questions as to whether or 
not this is an appropriate banking function should be 
left to the Federal bank regulatory agencies subject 
of course, to the ultimate control of the Congress.’ 


The Commission cannot abdicate its role in the enforce- 
ment of Section 10(c) by in effect taking the position that 
the subject matter of that provision is one of banking 
regulation for which it has no responsibility, and calling 


attention, as it did in its Findings, to the fact that the 
bank regulatory agencies considered the arrangement con- 
sistent with the statutes they administer (JA 56-57). The 
stewardship of the Investment Company Act rests with 
the Commission alone.“ The Act sets limits on a bank’s 
entry into the investment company business, which the 
Commission has no alternative but to enforce whatever 
may be the pleasure of bank regulatory authorities. It 
may not waive those limits and, notwithstanding its pro- 
testations to the contrary, make a determination of the 
‘‘significant policy issues’? involved in a manner which 


43 See note 46, infra. 


44 Where Congress intended a division of responsibility under the securi- 
ties laws it was done by statute. For example, margin requirements are 
fixed by the Federal Reserve Board under Section 7 of the Securities Exchange 
Act of 1934, Act of June 6, 1934, 48 Stat. 888, U.8.C.A., Title 15 § 78(h), but 
they are enforced by the Commission. 
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countermands and nullifies the Congressional mandate em- 
bedded in a statute which it alone administers. 


The policy of Section 10(c) has remained inviolate in 
the more than a quarter of a century since the Act’s pas- 
sage. Contrary to the Commission’s view indicated below, 
Section 10(¢) does embody one of the ‘‘essential protec- 
tions’’ of the statute. It is not for the Commission to 
determine whether Section 10(¢) should be annulled be- 
cause the Comptroller of the Currency has recently au- 
thorized banks to enter the mutual fund business, and be- 
cause the Federal Reserve Board will presumably only 
permit the conduct of such a business in a manner that 
would result in a violation of Section 10(c) of the Act. 
The Commission is simply without power to abridge Sec- 
tion 10(c) and to effect an <Caccommodation’’ of the Act, 
as it has characterized its action, so that it may avoid 2 
legislative contest with the risk of a result which it deems 
unwise.*® 


45. A Commission statement contemporaneous with the issuance of the 
Commission’s opinion, see note 46 infra, states: ‘A pattern has thus been 
set which other banks may follow if they see fit.’’ 


46 The Commission’s action here is an unusual deviation from its customary 
sensitivity to the policy of the Act. See note 20, supra. Its Findings, which 
are analyzed below, are unlike the reasoned and detailed analyses which have 
become a hallmark of its decisions. In our opinion, the Commission’s action 
under Section 10 and its uncharacteristic by-passing of the issue covered in 
part III of the Argument herein can be explained only as an expedient adopted 
to contend with the contemporary g in which proposals were 
being pressed to exempt completely from type of 
arrangement here involved. It is evident 
Bank’s plan determine 
the legislative proposals 

The Comptroller of the Currency had initially 
arrangement such as here involved was subject 
tions, and not to tho securities laws. The Commission 
arrangement was subject to the securities laws. The matter was the subject 
of hearings in 1963 by 2 Subcommittee of the Committee on Government 
Operations, House of Representatives, 88th Cong. 1st Sess., which issued & 
report (No. 429) that supported the Comptroller. In 1964, H.R. 8499 and 
ELR, 9410, 88th Cong., 1st Sess., both of which proposed exempting the 
arrangement from the securities laws, were the subject of hearings before 


23 


We shall now analyze the three matters to which the 
Commission referred by way of justifying its action under 
Section 10(c). 


1. The Commission stated: 


“Although Section 10(c) is general in terms, it does 
not appear that it was directed at the type of open- 
end investment company represented by the Account. 
We have already pointed out that it was not until 
1963 that a commingled account such as the Bank 
proposes to establish became possible. Moreover, as 
stressed by the Bank, it is clear that the Account is 
substantially different, both in purpose and nature of 
operation, from the bank-dominated investment com- 
panies described in this Commission’s Report . . ., 
which led to the passage of the Act, and in the testi- 
mony at the Congressional hearings. As detailed in 
that Report * * * [such companies] frequently took 
the form of closed-end investment companies [i.e., 
which do not make a continuous offering of stock and 
the stock of which does not provide redemption rights] 
...’’ (Footnotes omitted. JA 60). 


the Subcommittee on Commerce and Finance of the Committeo on Interstate 
and Foreign Commerce, House of Representatives, at which the Comptroller 
renewed his earlier position. In 1965, 8. 2704, 89th Cong., 1st Sess., providing 
for similar exemption was introduced. Hearings on the bill were held before 
a Subcommittee of the Committee on Banking and Currency, U. 8. Senate, 
on March 8, 10, and 11, 1966. The Commission was scheduled to appear on 
March 11; the Findings in this matter were issued the day before. At the 
March 11 hearing, the Comptroller, who had been a moving sponsor of S. 2704, 
submitted a statement in which he referred to the cooperation of his office 
and the Commission and to the Commission’s action herein. He then stated 
that 8S. 2704 would serve no useful purpose (Hearings, p. 130). The Federal 
Deposit Insurance Corporation and the Treasury Department, both of whom 
favored expansion of bank activities, advised that action on 8. 2704 be deferred 
to await the outcome of the Bank’s application before the Commission 
(Hearings, pp. 25, 27). The Commission submitted a statement which declared 
that: 
«¢, . . the proper way to resolve questions as to the application of the 
Investment Company Act to these accounts, is to seek an accommodation 
which will preserve the essential protections of the Investment Company 
Act while at the same time reconciling this objective with the patterns 
and needs of bank regulation. * * * I am happy to say that a procedure 
has been worked out which will, I believe, bring about such an accommoda- 
tion without the wholesale sacrifice of investor protection which S. 2704 
would entail’? (Hearings p. 137). 
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The fact that the form of open-end investment company 
under consideration did not become permissible until 1963, 
when the Comptroller of the Currency relaxed a long stand- 
ing policy under the banking regulations, is no reason to 
abandon Section 10(¢). As the Commission has steadfastly 
maintained in resisting proposals to exclude from the 
securities laws the type of arrangement here involved,” the 
critical fact is that the Account, except for nomenclature, 
is a mutual fund. For that reason it is subject to Section 
10(c) no less than to the other provisions of the statute 
from which the Commission has properly refused to depart, 
giving no heed to the plea that this particular form of com- 
pany was not in existence in 1940 when the statute was 
enacted. 


If in the above quotation the Commission means, as the 
Bank had argued below, that Section 10(c), the terms of 
which embrace any registered investment company, was 
intended to apply only to closed-end investment companies, 
then the Commission, without reason, is truncating the 
statute. There is not a shred of legislative history to 
support this contraction of the statute. This approach is 
premised on the fallacious hypothesis that since abuses 
were demonstrated in bank-sponsored closed-end com- 
panies, Congress did not intend to impose the same 
prophylactic and remedial standards in dealing with the 
problem of conflicts and temptations in any other type of 
bank-sponsored investment company. 


This novel and fettering approach to construing @ 
remedial statute is unwarranted. As has been shown, 
Congress in Section 10(¢) was concerned with the conflicts 
problem resulting from bank domination of investment 
companies. It was this problem, however it manifested 
itself and without regard to the species of the investment 
company involved, that was the Congressional concern. 


47 E.g., Hearings on S. 2704 (note 46, supra), p. 136 and Government 
Operations Hearings (note 21, supra) pp- 8-9. 
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Section 10(c), therefore, means exactly what it says; its 
terms are not inadvertent. 


The Investment Company Act is very precise in de- 
lineating the type of investment company to which par- 
ticular provisions are applicable. It carefully and dis- 
criminately employs terms such as open-end company, 
closed-end company, registered investment company, and 
management company in different provisions depending 
upon their intended scope. Indeed, the statute’s precision 
on the very type of point here involved is demonstrated 
by subsection (d) of Section 10, which provides an 
exemption from Sections 10(a) and 10(b)(2) for a special 
type of investment company. The first qualification in 
Section 10(d) is that the registrant must be an open-end 
company. This specific designation of the type of invest- 
ment company was added in the revision of the bill so 
that there would be no doubt about the section’s coverage. 
Moreover, if Section 10(c) had been intended not to apply 
to open-end companies, it would have been included with 


the other exemptions from provisions of Section 10 
enumerated in Section 10(d), which by its terms applies 
only to open-end companies. Furthermore, when the legis- 
lation was being considered, Section 10(c)’s application 
to open-end companies was understood and its need ques- 
tioned by the open-end industry,* but the provision was 
not changed. 


2. The Commission next referred to the conflicts of 
interest problem, the presence of which it acknowledged. 
It expressed the opinion that ‘‘the Bank has shown that 
substantial safeguards are present here against conflicts 
of interest which could arise as a result of the Bank’s com- 
mercial banking activities.”? (JA 62). The Commission 
called attention to the existence of supervision by the bank- 
ing authorities, and to the fact that the Bank, while not a 
trustee, will as managing agent be subject to fiduciary 


48 Senate Hearings, 659. See also p. 573. 
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responsibilities (JA 62). Insofar as the specific items of 
conflict referred to above (at p. 11) are concerned, the 
Commission concluded that they would be reached by pro- 
hibitions in the Investment Company Act such as those 
relating to self-dealing and joint ventures contained in 
Section 17 of the Act and by prohibitions in the regulations 
of the Comptroller of the Currency, as well as by dis- 
closures in the Account’s prospectus under the Securities 
Act of 1933 (JA 63). 


The significance that can be assigned to the supervision 
by the banking authorities, the only point of difference 
between the Account and any investment company, is 
indicated by the Commission’s own statement in its Find- 
ings that ‘‘banking oversight is of course not the same in 
scope or orientation as the protective provisions of the Act 

. 2? (JA 62). Next, we assume that by the reference 
to the fiduciary responsibilities of the Bank as managing 
agent, the Commission did not mean that these responsi- 
bilities are any greater than those deemed applicable by the 


Commission in any investment company relationship. In- 
sofar as reliance was placed on prospectus disclosures, the 
Congress pointed out that while the Securities Act does 
provide for publicity, the “record is clear that publicity 
alone is insufficient to eliminate malpractices in investment 


companies.”’ 


Essentially, therefore, the Commission must find the 
‘substantial safeguards”’ in prohibitory provisions of the 
statute such as Section 17. But these provisions are not 
a substitute for Section 10. This was made clear by 
Professor E. Merrick Dodd who discussed this very point in 
his testimony on the legislation. Thus, Professor Dodd 
stated: 


‘Tt has been urged that the prohibition against self- 
dealing, which is contained in Section 17, makes the 


49 Act of May 27, 1933, 48 Stat. 74, US.C.A., Title 15, § 77a. 
30 House Report, p. 10. 
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prohibition of interlocking directors, contained in 
Section 10, unnecessary; but the prohibition against 
self-dealing is not self executing, and the history of 
American corporate finance plainly demonstrates that 
such prohibitions are very difficult to enforce.’™ 


In the same vein, he also pointed out: 


‘Well, now it may be asked, and I think it has been 
asked by people who have appeared before you: Why 
that double-barreled protection?’’ If you have a pro- 
vision against self-dealing, why not stop there? Well, 
as I see it, for two reasons: In the first place, it is one 
thing to prohibit self-dealing and another thing to make 
that prohibition genuinely effective. 


‘“We have had prohibitions against self-dealing in cor- 
poration laws for generations, and self-dealing has 
gone on. It is very hard to stop it . . . because it is 
very easy to conceal.’”? 


By its action, the Commission vitiates the ‘‘double 
barreled protection’? purposefully built into the statute. 
The Commission misses the point of Section 10. As the 
Supreme Court has cogently stated in considering another 
conflicts of interest provision: 


‘‘The moral principle upon which the statute is based 
has its foundation in the Biblical admonition that no 
man may serve two masters, Matt. 6:24, a maxim 
which is especially pertinent if one of the masters 
happens to be economic self-interest. Consonant with 
this salutary moral purpose, Congress has drafted a 
statute which speaks in very comprehensive terms. 
* * * The statute is thus directed not only at dishonor, 
but also at conduct that tempts dishonor. This broad 
proscription embodies a recognition of the fact that an 
impairment of impartial judgment can occur in even 
the most well-meaning men when their personal 
economic interests are affected . . . To this extent, 
therefore, the statute is more concerned with what 


51 Senate Hearings, p. 779. 
52Benate Hearings, p. 767. 
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might have happened in a given situation than with 
what actually happened. Tt attempts to prevent [the] 
honest . . . from succumbing to temptation by making 
it illegal for them to enter into relationships which are 


fraught with temptation.’ 


Conflicts of interest can be subtle and not alone of the 
obvious type reflected in transactions that are specifically 
prohibited by the statute. As Professor Dodd indicated, 
they are ‘‘very easy to conceal”’. ‘‘Nor can the exact form 
of future conflicts be anticipated”’, as emphasized by dis- 
senting Commissioner Budge (JA 70). In this connection 
it may be noted that one of the reasons that Section 
10(b)(3) prohibits investment bankers from dominating 
the board, which is equally applicable to commercial 
bankers, is that the banker may use the investment com- 
pany as a ‘“hird dog’’,™ i.e. he “‘may be impelled to have 
the investment company make an investment, not based 
upon the quality of that investment, but because the par- 
ticular investment may give him an ‘in’ to get the banking 
business from the company whose securities the invest- 
ment company bought.’ In these circumstances, the 
investment company would be operated ‘‘in the interest 
of . . . persons engaged in other lines of business”’, which 
as Section 1(b) of the Act® declares, adversely affects the 
public interest and interest of investors.” 


53 U.S. v. Mississippi Valley Generating Co., 364 U.S. 520, 549-550 (1961). 
54L, M. C. Smith, Senate Hearings, p. 222. 

55 David Schenker, House Hearings, p- 110. 

56 See note 14, supra. 


st In considering the exemption from Section 10(b)(3) of the Act the 
Commission declared: ¢©We do not think there is any basis for concern that 
the Bank, qua investment banker, can or will use the Account to its 
advantages ...’? (JA 65). The Commission’s clairvoyance, with its confident 
certitude, interestingly enough is limited to the Bank ‘‘qua investment 
panker.’? The Commission carefully refrained from any such prediction as 
to the Bank, qua commercial banker. 

The Commission was also in error in granting the exemption from Section 
10(b) (3) of the Act. Tho Commission’s approach to Section 10(b) (3) 
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Section 10(c) is a shield to protect investors against all 
conflicts in the bank interlock, whether evident or subtle, 
existing or potential. The provisions in the statute pro- 
hibiting certain specific transactions were not intended to, 
nor may the Commission rely upon them, as a substitute 
for compliance with Section 10(c). 


3. Lastly, the Commission stated: 


“*. . . we have also taken into account the fact that 
Congress contemplated some relationships between 
banks and investment funds . . . For example, a 
common trust fund . . . maintained by a bank .. . 
in its capacity as trustee . . . is expressly excluded 
from the definition of an investment company by 
Section 3(c)(3) of the Act . . . In addition, Section 
10(c) of the Act expressly permits a minority of the 
board of directors of a registered investment company 
to be officers and directors of a bank and nothing in the 
Act prohibits a bank from acting as investment adviser 
to an investment company . . .”? (JA 63-64). 


In this startling passage, the Commission in substance 


is saying that since the statute delineates the limits of a 
bank’s association with an investment company, the Com- 
mission is warranted in permitting a bank to exceed those 
limits. We have already analyzed in detail the evolution 
of Section 10(¢) to which the Commission made not even 
a reference and which refutes the Commission’s inferences. 
The Commission converts the “‘middle road’? approach 


basically parallelled the fallacious approach it used in considering Section 
10(c). It is evident from the legislative history cited above that the matter 
of investment banker domination of an investment company board was also 
of great concern. The Commission here too considered recommending segrega- 
tion (Senate Hearings, pp. 44 and 1049) and originally urged more restrictive 
provisions than now contained in the statute (Sections 10(¢), (e) and 10(f), 
8. 3580). Tho whole matter of the investment banker was extensively 
discussed by representatives of both the Commission (eg., Senate Hearings, 
Pp. 109, 209-214, 222, 402, 878 and 887) and the industry (eg., Senate 
Hearings, pp. 409-417, 577-578 and 644-645). The present provision was 
agreed upon in tho compromise which the statute reflects (House Hearings, 
p- 97). It is to be noted that the Bank, under the management agreement 
‘will determine what portion, if any, of the Commingled Account .. . 
should be invested in Government obligations’’ (JA 30). 
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embodied in Section 10(c), but for which there could have 
been complete segregation of bank officials from investment 
companies, into the very integration that was condemned 
and manifestly not intended to continue. 


Nor is it clear what support the Commission finds in the 
statutory exemption for common trust funds. The Com- 
mission has consistently maintained that the arrangement 
here involved is such a departure from the exempt common 
trust fund that the reliance on that exemption as a reason 
for not subjecting the arrangement to the statute is mis- 
placed.** 


In conclusion, in Section 10(c) “‘Congress intended to 
establish a rigid rule of conduct . - 2% Tt meant to 
proscribe broadly for good reason, as we have shown. The 
‘horrible’? examples” of the bank dominated investment 
company led the Commission to recommend, and the 
Congress to adopt, an inexorable prohibition against a bank 
dominating any investment company. An investment com- 
pany was simply not to be an adjunct of a bank. It is not 
for the Commission to disregard the statute’s mandate and 
to substitute its policy judgment for that of the Congress.” 


IL THE COMMISSION EXCEEDED Ifs AUTHORITY UNDER 
SECTION 6(c) OF THE ACT 


Section 6(c) does not grant the Commission a general 
dispensing authority. Section 6(c) declares that an 
exemption may be granted where “‘necessary or appropriate 
in the public interest”’ and “ceonsistent with the protection 
of investors”, as well as “‘the purposes fairly intended by 


58E.g., Government Operations Hearings (note 21, supra), pp. 16-17; 
hearings on S. 2704 (note 46, supra), p. 136. 


50 U.S. v. Mississippi Valley Generating Co., supra, 364 U.S. at 551. 
60 David Schenker, Senate Hearings, p. 970. 
61 As dissenting Commissioner Budge stated: 
<¢J¢ the specific prohibition of the Congress in this broad policy arca is 


to be avoided, it should be done by the Congress and not through the 
granting of ad hoc exemptions by the Commission.’? (JA 70) 
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the policy and provisions of this title.’’? This last phrase 
did not appear in the original bill." It was added in the 
revised bill undoubtedly to impress in the statute the Com- 
mission’s general position that it was not seeking, as certain 
industry spokesmen had claimed,® ‘‘unbridled discretion’’, 
which the Commission recognized would be unconstitu- 
tional. 


Commission spokesmen made clear the limited purpose 
of Section 6(c). Thus, 


“‘The only thing that this provision says is—if condi- 
tions exist or arise which manifestly are not within the 
legislative intent of this legislation, then the Commis- 
sion should be in a position to exempt those in that 
situation . . .”? (Emphasis added)® 


‘¢.. . this was put in here not to give the Commission 
additional power or prestige or anything of the sort, 
but simply so that we could deal with the unpredictable 
situation where a kind of company turned up—a kind 
such as none of us had thought of—that ought not in 
fairness be made subject to the statute.’ 


62 Sec. 6(c), S. 3580. 

63 E.g., Senate Hearings, pp. 388, 571, 583 and 607-608. 
64 Commissioner Healy, Senate Hearings, pp. 45, 232, 1050. 
65 David Schenker, Senate Hearings, p. 197. 


66 Commissioner Healy, Senate Hearings, p. 872. The Senate Report (p. 13) 
stated that the Section 6(¢) exemption was for ‘‘persons who are not within 
tho intent of the proposed legislation.’’ 

In contrast with Section 10, Section 17(¢) of the Public Utility Holding 
Company Act of 1935, 49 Stat, 830, U.S.C.A., Title 15, § 79q(c), which deals 
with a similar subject, specifically empowers the Commission to adopt exemp- 
tive rules. The latter statute was considered in connection with the drafting 
of the Investment Company Act, but comparable rule making authority 
was not provided in the Investment Company Act. This distinction was 
recently called attention to in Interlocks in Corporate Management, A Staff 
Report to the Antitrust Subcommittee of the Committee on the Judiciary, 
House of Representatives (March 12, 1965), p. 42, which in discussing Section 
10 stated: ‘‘The [Investment Company] Act, unlike the Public Utility 
Holding Company Act, and other similar enactments, does not contain a 
general enabling clause that permits the SEC to define classes of exempted 
relationships. Except for subsection 10(f), the act itself defines and sets forth 
the classes of relationships that are exempt from its prohibitions,’’ 
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The Commission has recognized that the Section 6(c) 
‘“‘authority must not be exercised in a manner which would 
permit the basic objectives of the Act to be thwarte ae 
Variable Annuity Life Insurance Co., 39 S.E.C. 680, 685 
(1960). Similarly, in The Prudential Insurance Company 
of America, Investment Company Act Release No. 3620, 
p. 14 (January 22, 1963), aff’d 326 F. 2d 383 (C.A. 3, 1964), 
cert. denied, 377 U.S. 953, the Commission stated: 


‘©Ags we have noted on prior occasions, this section 
[6(c)] was designed for exceptional situations where 
compliance is not necessary to accomplish the Act’s 
objectives and policies; the authority conferred must 
be exercised with circumspection.”’ 


Whatever authority it may have under Section 6(c), the 
Commission is not authorized, as it has done here, to dis- 
regard the statutory purpose, painstakingly described in 
the legislative history, and to nullify meaningful statutory 
policy. The present situation with its undeniable conflicts 
problem rather than being ‘‘manifestly . . . not within the 
legislative intent”’ and the kind of situation ‘‘that ought 
not in fairness be made subject to the statute’, to use 
the language of the draftsmen, is manifestly within the 
statutory intent, and fairness to the investor requires the 
statute’s application. 


In American Trucking Association v. U. S., 1.C.C., 364 
US. 1, 15, 18 (1960), in reversing the Interstate Commerce 
Commission for failing to impose certain restrictions upon 
motor carrier permits that the Commission had issued, the 
Supreme Court observed: 


‘Appellees say that these safeguards are no longer 
needed because the independent trucking industry is 
no longer an ‘infant industry’. This is an immaterial 
argument in this forum. We do not condemn the 
wisdom of the Commission’s action. We simply say 
that the transportation legislation does, and that the 
pardoning power in this case belongs to Congress. 
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* * * [Wle have always recognized that the Com- 
mission has been given a wide discretion by Congress. 
But that discretion has limits, . . . and we conclude 
that those limits have been transgressed.’ 


Ill. IN ANY EVENT, THE COMMISSION COULD NOT GRANT ANY 
EXEMPTIONS FROM SECTION 10 OF THE ACT UNLESS IT 
FOUND, WHICH IT DID NOT, THAT THE COMMITTEE WOULD 
EXERCISE THE DIRECTORIAL FUNCTIONS CONTEMPLATED 
BY THE ACT. 


The Commission stated: 


“The NASD [petitioner here] contends that the true 
directors of the Account will be the directors of the 
Bank rather than the members of the Committee, and 
argues that the participants will therefore be denied 
the right to elect the directors of the Account as 
required by Sections 16(a) and 18(i) of the Act. How- 
ever, it is assumed that the Committee or its members 
will discharge their responsibilities as directors, or 
persons performing similar functions, under the 
securities acts or otherwise.”? (Emphasis added. 


JA 58). 


The companion statutory rights to vote and to elect 
directors are satisfied, as the Commission itself has main- 
tained, only if the investor is entitled to select the directors 
who have the ultimate responsibility for investment decision 
and management, the essence of an investment company’s 
being.® 


67 Section 18(i) of the Act, 54 Stat. 817, U.S.C.A., Title 15, § 80a-18(i), 
provides that every share of stock of an investment company shall have a 
vote. Section 16(a) of the Act, 54 Stat. 813, U.S.C.A., Title 15, § 80a-16(a), 
provides that a person may not serve as a director unless elected by the 
sharcholders. 


68 Particularly cogent are the Commission’s comments on H.R. 7482, 87th 
Cong., 1st Sess, to amend the District of Columbia life insurance statute as 
it related to issuers of variable annuity contracts, which are registered 
investment companies. Under the bill contract holders, instead of electing 
directors of the variable annuity fund, would elect a committee to make 
recommendations with respect to the variable annuity business, with the 
committee’s actions subject to veto or approval by the board of directors of 
the sponsor insurance company. In opposing this bill before the Subcommittee 


[continued on p. 34] 
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Our argument below to which the Commission alluded 
in the above quoted footnote passage and then by-passed 
was that since the Account is a department, and under 
control, of the Bank, and also because of the applicable 
banking regulations which are discussed below, the Bank 
will determine the Account’s destiny. Therefore, the board 
of directors of the Bank, not the Committee, will in fact 
be entrusted with the directorial functions of the Account. 
But the investor will have no voice in the election of the 

nk’s board, where it would be meaningful.” 


Ba 

[continued from p- 33] 

on Business and Commerce of the District of Columbia Committee, U.S. 
Senate, the Commission in 2 statement of August 22, 1961, declared: * 


<¢The [Investment Company] Act contemplates that all shareholders of 
a management investment company will have the exclusive right, through 
their vote as shareholders, to [inter alia] .-- elect all members of the 
board of directors, and thereby have all investment decisions affecting 
portfolio securities determined by a management whose tenure in office 
is dependent upon shareholder vote.’’ 


The proposed special committee would not have 


¢the exclusive right to supervise investments decisions, as is the right 
and responsibility of the board of directors of a management company 
under the Investment Company Act . - os 


69 The proposed prospectus states: 


‘<Supervision of the Commingled Account is in the hands of a committee 
... The Bank is responsible for the management of the investments in 
the Commingled Account, . - 2? (JA 15). 


The prospectus, using the language of the management agreement, further 
states: 


<The Bank will determine what securities are to be purchased or sold 
for the Commingled Account and will execute transactions for the 
Commingled Account accordingly.’’ (JA 24). 


Our position is not premised on the fact that the Bank will make portfolio 
selections, but rather because the Committee will as @ practical matter 
abdicate in the jnvestment supervisory arca. Our efforts to elicit facts as 
to the nature of the Committee’s «<gupervision’’, which is nowhere described, 
were rebuffed by the Commission. See note 72, infra. 


70In Cities Service Co. V. S.E.C., 247 F. 2d 646, 654 (C.A. 2, 1957) ; 
cert. denied, 355 US. 912 (1958) the court pointed out: <¢A ballot has 
power only when it can influence decision’’, and concluded that in the 
circumstances the vote granted security holders was ‘¢meaningless’”? and 


they were «effectively disenfranchised.”’ 
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This issue raises a fundamental matter of compliance 
with the statute. Is the arrangement here, to use the Com- 
mission’s description of the statutory policy, ‘‘consistent 
with the purposes of the Act to endow fund holders with 
the exclusive right to elect their representatives through 
whom their rights and interests can be pursued’? 


The Commission was not willing to decide the issue. It 
‘assumed’? compliance. It did not find, nor could it, that 
the Committee will be vested with the directorial duties 
and functions contemplated by the statute.”* But how can 
the Commission find that it is in the public interest and 
consistent with the protection of investors and the statutory 
policies, to permit a board, with a particular composition, 


71 The Prudential Insurance Company of America, Investment Company Act 
Release No. 3620 (January 22, 1963), p. 16. 


72 We filed a motion (JA 44) in which wo requested the Commission to 
direct the Bank to supplement its application and describe the nature of the 
Committee’s supervisory role so that the Commission could make an informed 
determination, which it could not do on the record before it. Our motion 
came after the Bank stated in its brief (p. 41) that the Account ‘‘as 
intended by Regulation 9’’ of the regulations of the Comptroller of the 
Currency would be operated ‘‘as an arm or department of the Bank’’, and 
in this connection called attention to Section 9.18(b)(12) of those regula- 
tions which provides, as the Bank stated, that ‘‘a national bank administering 
a collective investment fund shall have the exclusive management thercof.’’ 
(Emphasis added). The Bank in that brief also stated (at p. 7) that the 
‘‘actual management of the Commingled Account, including the formulation, 
maintenance and implementation of an investment program consistent with 
the investment policy stated in the prospectus will (subject to participants’ 
approval) be carried out by the Bank pursuant to 2 management agreement.’’ 

But the Commission denied our motion. After stating that the application 
contained a description of the Account and referring to a letter of the 
Comptroller of the Currency (JA 47) ‘‘setting out the principal features of the 
proposed arrangement’’, the Commission concluded that ‘‘the amendment 
requested was not necessary for a resolution of the issues raised by the 
application, and that the reply briefs would afford adequate opportunity for 
the presentation of any relevant arguments with respect to ... the roles of 
the Committee and the Bank’’ (JA 46-47). The arguments, which the 
Commission has never said were irrelevant, were accordingly briefed. But 
then, the Commission avoided this vexing point by in effect ‘‘assuming’’ there 
was no problem, which was facilitated by keeping the record devoid of the 
facts which the Bank was unwilling to reveal. 
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Our argument below to which the Commission alluded 
in the above quoted footnote passage and then by-passed 
was that since the Account is a department, and under 
control, of the Bank, and also because of the applicable 
banking regulations which are discussed below, the Bank 
will determine the Account’s destiny. Therefore, the board 
of directors of the Bank, not the Committee, will in fact 
be entrusted with the directorial functions of the Account.” 
But the investor will have no voice in the election of the 
Bank’s board, where it would be meaningful.” 


[continued from p. 33] 


on Business and Commerce of the District of Columbia Committee, US. 
Senate, the Commission in a statement of August 22, 1961, declared: 


“The [Investment Company] Act contemplates that all shareholders of 
a management investment company will have the exclusive right, through 
their vote as shareholders, to [inter alia] . . . elect all members of the 
board of directors, and thereby have all investment decisions affecting 
portfolio securities determined by a2 management whose tenure in office 
is dependent upon shareholder vote.” 


The proposed special committee would not have 


<the exclusive right to supervise investments decisions, as is the right 
and responsibility of the board of directors of 2 management company 
under the Investment Company Act - - ate 


69 The proposed prospectus states: 


¢<Supervision of the Commingled Account is in the hands of a committee 
... The Bank is responsible for the management of the investments in 
the Commingled Account, ...’? (JA 15). 


The prospectus, using the language of the management agreement, further 
states: 


‘<The Bank will determine what securities are to be purchased or sold 
for the Commingled Account and will execute transactions for the 
Commingled Account accordingly.”? (JA 24). 


Our position is not premised on the fact that the Bank will make portfolio 
selections, but rather because the Committee will as a practical matter 
abdicate in the investment supervisory area. Our efforts to clicit facts as 
to the nature of the Committee’s ‘<gupervision’’, which is nowhere described, 
were rebuffed by the Commission. See note 72, infra. 


10In Cities Service Co. v. S.E.C., 247 F. 2a 646, 654 (C.A. 2, 1957); 
cert. denied, 355 U.S. 912 (1958) the court pointed out: ‘*A ballot has 
power only when it can influence decision’’, and concluded that in the 
circumstances the vote granted security holders was ¢¢meaningless’’ and 
they were ‘ ‘effectively disenfranchised.’ 
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This issue raises a fundamental matter of compliance 
with the statute. Is the arrangement here, to use the Com- 
mission’s description of the statutory policy, ‘‘consistent 
with the purposes of the Act to endow fund holders with 
the exclusive right to elect their representatives through 
whom their rights and interests can be pursued’??? 


The Commission was not willing to decide the issue. It 
‘‘assumed”’ compliance. It did not find, nor could it, that 
the Committee will be vested with the directorial duties 
and functions contemplated by the statute.”? But how can 
the Commission find that it is in the public interest and 
consistent with the protection of investors and the statutory 
policies, to permit a board, with a particular composition, 


71 The Prudential Insurance Company of America, Investment Company Act 
Release No, 3620 (January 22, 1963), p. 16, 


72 We filed a motion (JA 44) in which we requested the Commission to 
direct, the Bank to supplement its application and describe the nature of the 
Committee’s supervisory role so that the Commission could make an informed 
determination, which it could not do on the record before it. Our motion 
came after the Bank stated in its brief (p. 41) that the Account ‘‘as 
intended by Regulation 9’? of the regulations of the Comptroller of the 
Currency would be operated ‘‘as an arm or department of the Bank’’, and 
in this connection called attention to Section 9.18(b)(12) of those regula- 
tions which provides, as the Bank stated, that ‘‘a national bank administering 
a collective investment fund shall have the exclusive management thereof.’’ 
(Emphasis added). The Bank in that brief also stated (at p. 7) that the 
‘‘actual management of the Commingled Account, including the formulation, 
maintenance and implementation of an investment program consistent with 
the investment policy stated in the prospectus will (subject to participants’ 
approval) be carried out by the Bank pursuant to a management agreement.’’ 

But tho Commission denied our motion. After stating that the application 
contained a description of the Account and referring to a letter of the 
Comptroller of the Currency (JA 47) ‘‘setting out the principal features of the 
proposed arrangement’’, the Commission concluded that ‘‘the amendment 
requested was not necessary for a resolution of the issues raised by the 
application, and that the reply briefs would afford adequate opportunity for 
the presentation of any relevant arguments with respect to... the roles of 
the Committee and the Bank’’ (JA 46-47). The arguments, which the 
Commission has never said were irrelevant, were accordingly briefed. But 
then, the Commission avoided this vexing point by in effect ‘‘assuming’’ there 
was no problem, which was facilitated by keeping the record devoid of the 
facts which the Bank was unwilling to reveal. 


36 


unless it is satisfied that the board, however composed, 
will be assigned and perform the duties contemplated by 
the statute? 


In denying our petition for rehearing, which urged that 
the Commission could not avoid the issue by ‘‘assumption’’, 
the Commission stated that in ‘Cassuming [in the quotation 
on p. 33] that the Committee . . . would discharge its 
responsibilities under the ‘securities acts or otherwise’, the 
Commission clearly indicated that in its opinion the banking 
laws or regulations did not preclude the exercise of such 
responsibilities”? (JA 79). Even if there were this clear 
‘“indication”’, of which we do not even find an intimation,* 
the Commission was required under Section 8(b) of the 
Administrative Procedure Act™ to state the basis for this 
conclusion. There is not even a reference, let alone a dis- 
cussion, in either the Commission’s Findings or its Order 
denying our petition for rehearing to the pertinent banking 
regulations set forth below, to which we had referred. 


In our petition for rehearing we also pointed out that 
since the Commission’s Findings proceeded on the 
hypothesis that the “Account will ‘be operated under the 
effective control of the bank’ ”? the Commission had 
acknowledged the validity of our contention. In its Order 
of denial the Commission concluded, again without stating 


73 In our petition for rehearing, we argued that even by way of assumption, 
the Commission had not stated that there would be compliance with the Act 
because the discharge of directorial responsibilities assumed by the Commis- 
sion was ‘‘under the securitics acts or otherwise’’, which a normal reading 
would indicate meant that the directorial performance may not necessarily 
satisfy the requirements of the Act, but rather some amorphous and 
unidentified ‘‘otherwise’? (JA 76). In its order of denial, the Commission 
stated that ‘‘its use of the disjunctive was obviously not intended to imply 
that the Committee was free to avoid discharging any of the responsibilities 
which attach to it under the securities acts’’ (JA 79). 


74 Act of June 11, 1946, 60 Stat. 242, U.S.C.A., Title 5, §1007(b) which 
provides in pertinent part: ‘All decisions - . - shall... include a statement 
of (1) findings and conclusions, as well as the reason or basis therefor, upon 
all the material issues of fact, law, or discretion presented on the record.’’ 
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a reason, that it ‘saw no inconsistency between the Federal 
Reserve Board’s view that the Account was an arm or 
department of the Bank for purposes of the Banking Act 
of 1933 and under the effective control of the Bank, and its 
own view that for purposes of the Investment Company 
Act the account was a separate entity . . .’’; in this con- 
nection it pointed out that the Board recognized ‘‘that 
‘supervision’ of the Account would be ‘in the hands of a 
committee’ elected by the investors’? (JA 79). 


But there is a patent inconsistency. This is not a matter 
of varying legal concepts under different statutes, but a 
question of fact. And facts do not vary with, or depend 
upon, the statute involved. The operative facts of control 
are the same under the banking laws and the Investment 
Company Act. If as a matter of fact the Account will 
and must be an arm or department of the Bank and subject 
to its control, i.e., responsive to its ultimate direction, as 
the Federal Reserve Board found and a condition with 
which the Commission does not want to interfere, then the 
Account cannot be under the control of the Committee as 
required by the Investment Company Act.” 


7 The Federal Reserve Board in a letter of March 31, 1966, to the 
Bank’s counsel, which is included in the record (Document No. 42), states: 


‘‘The Board has reviewed the matter in the light of the Commission’s 
Order and Opinion and agrees with the conclusion apparently reached 
by the Commission that having 40 per cent of the members of the 
committeo unaffiliated with the bank will not prevent the proposed 
account from being operated under tho effective control of the bank. 
Accordingly, such a change in the proposal will not, in and of itself, 
require a change in the conclusion expressed in the Board’s interpreta- 
tion mentioned above. It should be borne in mind, however, that the 
Board’s conclusion was based on its understanding that the account 
would be, in operation, ‘nothing more than an arm or department of the 
bank’, and any change that would tend to alter this state of affairs or 
remove the account from the effective control of the bank or make it 
more than simply an aspect of the bank’s fiduciary function, would require 
further review of the matter.’? (Emphasis added.) 
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As we now show, under the Regulation 9 (12 C.F.R. 9) 
issued by the Comptroller of the Currency, to which the 
present arrangement is subject, the real management of 
the Account will not be the Committee, but the board of 
directors of the Bank, in whose selection the Account 
investors have no voice. As dissenting Commissioner 
Budge stated: ‘‘The ‘single entity’ interpretation is a 
realistic appraisal of the true nature of the Bank’s pro- 
posed operation’”’ (JA 70). 


Section 9.7(a)(1) of the Comptroller’s regulations 
provides: 


“‘The board of directors [of a bank] is responsible for 
the proper exercise of fiduciary powers by the bank. 
All matters pertinent thereto, including the determina- 
tion of policies, the investment and disposition of 
property held in a fiduciary capacity, and the direction 
and review of the actions of all officers, employees, and 
committees utilized by the bank m the exercise of tts 
fiduciary powers, are the responsibility of the board.”’ 
(Emphasis added). 


An opinion included in the Comptroller’s Manual for 
Representatives in Trusts (p. A-1) makes it clear that while 
a bank may assign duties to a committee, the board of the 
bank, whether or not it uses a committee, is the body 
charged with ultimate authority and responsibility. Thus, 
the opinion, after stating that it ‘‘is permissible to appoint 
any person not employed by the bank to serve as a member 
of a trust department committee’’, continues: 


“Section 9.7(a)(1) places the responsibility for the 
supervision of fiduciary activities on the board of 
directors. The board may not delegate its duties but 
may assign their performance to directors, officers, 
employees, or committees, as it may choose. * wy 
Tf the board assigns functions to individuals or com- 
mittees, it must take such action thereafter as is 
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necessary to inform itself concerning the manner in 
which such assignments are performed.’’® 


A letter from the Comptroller of the Currency (JA 47), 
which the Bank disclosed when it opposed our motion for 
additional facts,”7 supports our view. The letter first 
describes the Account, and states that ‘“‘supervision of the 
Commingled Account will be in the hands of a committee’’ 
and that ‘‘the bank will be responsible for the management 
of the investments in the Commingled Account.’’ The letter 
then concludes in pertinent part: 


““As contemplated, the Commingled Account does not 
comply with certain provisions of Section 9.18(b) 
{which has some 22 provisions] * * * Accordingly, 

. . the arrangement .. . is hereby approved so 
long as the rules and regulations of the Comptroller 
of Currency applicable to collective investment, 
specifically the provisions of Section 9.18(b), except 
as provided for in the foregoing arrangement, are 
complied with .. .”’ 


Thus, except for the undesignated exemptions from 


Section 9.18(b), the arrangement was ‘‘approved so long 
as the rules and regulations of the Comptroller of Cur- 
rency applicable to collective investment . . . are complied 
with.’’ The Bank, therefore, is subject to Section 9.7(a) (1), 
which vests the board of a bank, whether or not it appoints 
a committee, with ultimate responsibility and authority. 
There is not even an intimation in the letter that the Bank 


76In his remarks explaining the revision of Regulation 9, the Comptroller 
stated: 


“In the area of management supervision our primary emphasis has been 
on the responsibility of the board of directors for the proper supervision 
of trust funds ... [E]ach individual board of directors has been left 
to carry out its responsibilities in such manner as it may deem most 
practical .. . [A]ny existing system or other organization of the trust 
department is acceptable, as long as it is clear that the board of directors 
is fully aware of its responsibilities and is carrying them out. The 
inquiry will be to substance and not to form.’? (Emphasis added). 
Government Operations Committee Hearings (note 21, supra), p. 68. 


77 Geo note 72, supra. 
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is exempt from Section 9.7(a)(1). Nor is there an intima- 
tion that the Committee here is not of the type embraced 
by and subject to Section 9.7(a)(1). The Comptroller’s 
opinion, as pointed out above, specifically authorizes the 
use of non-bank personnel for a trust department com- 
mittee. Moreover, the reasonable inference is that Section 
9.18(b) (12), which provides that a bank shall have the 
‘exclusive management”’ of a collective investment fund, 
is not one of the unspecified exemptions from Sec- 
tion 9.18(b) which the Bank enjoys.” Responsibility 
is ordinarily an incident of authority. If the Bank is 
responsible for the Fund, it is unlikely that the Bank would 
be relieved of the ‘‘exclusive management”’ function, par- 
ticularly since the Account must be under the effective 
control of the Bank. 


Before the Commission may make the findings required 
by Section 6(c) it must come to grips with the basic problem 
of whether the Committee here is a board of directors with 
the responsibilities contemplated by the statute. It cannot 


avoid this issue. 
CONCLUSION 


For the foregoing reasons, the orders of the Commission 
should be reversed. 


Respectfully submitted, 


Marc A. WHITE 
General Counsel 
National Association of 
Securities Dealers, Inc. 
888 17th Street, N. W. 
Washington, D. C. 20006 


Joserx B. Levin 
Brown Lund & Levin 
1625 Eye Street, N. W. 
August 1966 Washington, D. C. 20006 


78 This was also the Bank’s view (see note 72, supra), which it has since 
sought to disclaim. 
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APPENDIX 


Provisions of Investment Company Act of 1940 
1. Section 6 (¢c)— 


(ec) The Commission, by rules and regulations upon its 
own motion, or by order upon application, may conditionally 
or unconditionally exempt any person, security, or trans- 
action, or any class or classes of persons, securities, or 
transactions, from any provision or provisions of this title 
or of any rule or regulation thereunder, if and to the extent 
that such exemption is necessary or appropriate in the 
public interest and consistent with the protection of in- 
vestors and the purposes fairly intended by the policy and 
provisions of this title. 


2. Sections 10 (a), (b), (c), (d) and (£)— 


(a) After one year from the effective date of this title, 
no registered investment company shall have a board of 
directors more than 60 per centum of the members of which 
are persons who are investment advisers of, affiliated 
persons of an investment adviser of, or officers or employees 
of, such registered company, 


(b) After one year from the effective date of this title, 
no registered investment company shall— 


(1) employ as regular broker any director, officer, 
or employee of such registered company, or any person 
of which any such director, officer, or employee is an 
affiliated person, unless a majority of the board of 
directors of such registered company shall be persons 
who are not such brokers or affiliated persons of any 
of such brokers; 


(2) use as a principal underwriter of securities 
issued by it any director, officer, or employee of such 
registered company or any person of which any such 
director, officer, or employee is an affiliated person, 
unless a majority of the board of directors of such 
registered company shall be persons who are not 
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such principal underwriters or affiliated persons of 
any such principal underwriters; or 


(3) have as director, officer, or employee any invest- 
ment banker, or any affiliated person of an investment 
banker, unless a majority of the board of directors of 
such registered company shall be persons who are not 
investment bankers or affiliated persons of any invest- 
ment banker. For the purposes of this paragraph, 2 
person shall not be deemed an affiliated person of an 
investment banker solely by reason of the fact that he 
is an affiliated person of a company of the character 
described in section 12 (a) (3) (A) and (B). 


(c) After the effective date of this title, no registered 
investment company shall have a majority of its board of 
directors consisting of persons who are officers or directors 
of any one bank: Provided, That, if on March 15, 1940, any 
registered investment company shall have had a majority 
of its directors consisting of persons who are directors, 


officers, or employees of any one bank, such registered 
company may continue to have the same percentage of its 
poard of directors consisting of persons who are directors, 
officers, or employees of such bank. 


(d) Notwithstanding subsection (a) and subsection (b) 
(2), a registered investment company may have a board of 
directors all the members of which, except one, are affiliated 
persons of the investment adviser of such company, or are 
officers or employees of such company, if— 

(1) such investment company is an open-end com- 
pany; 

(2) such investment adviser is registered under 
title II of this Act and such investment adviser is 
engaged principally in the business of rendering in- 
vestment supervisory services as defined in title IT; 

(3) no sales load is charged on securities issued by 
such investment company; 
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(4) any premium over net asset value charged by 
such company upon the issuance of any such security, 
plus any discount from net asset value charged on 
redemption thereof, shall not in the aggregate exceed 
2 per centum; 


(5) no sales or promotion expenses are incurred by 
such registered company; but expenses incurred in 
complying with laws regulating the issue or sale of 
securities shall not be deemed sales or promotion 
expenses; 


(6) such investment adviser is the only investment 
adviser to such investment company, and such invest- 
ment adviser does not receive a management fee 
exceeding 1 per centum per annum of the value of 
such company’s net assets averaged over the year or 
taken as of a definite date or dates within the year; 


(7) all executive salaries and executive expenses 
and office rent of such investment company are paid by 
such investment adviser; and 


(8) such investment company has only one class of 
stock outstanding, each share of which has equal 
voting rights with every other share. 


(f) No registered investment company shall knowingly 
| purchase or otherwise acquire, during the existence of any 
; underwriting or selling syndicate, any security (except a 
security of which such company is the issuer) a principal 
underwriter of which is an officer, director, member of 
: an advisory board, investment adviser, or employee of such 
| registered company, or is a person (other than a company 
of the character described in section 12 (d) (3) (A) and 
: (B)) of which any such officer, director, member of an 
; advisory board, investment adviser, or employee is an 
; affiliated person, unless in acquiring such security such 
registered company is itself acting as a principal under- 
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writer for the issuer. The Commission, by rules and regula- 
tions upon its own motion or by order upon application, 
may conditionally or unconditionally exempt any trans- 
action or classes of transactions from any of the provisions 
of this subsection, if and to the extent that such exemption 
is consistent with the protection of investors. 


3. Section 16 (a), in pertinent part— 


(a) No person shall serve as a director of a registered 
investment company unless elected to that office by the 
holders of the outstanding voting securities of such com- 
pany, at an annual or a special meeting duly called for 
that purpose ; except that vacancies occurring between such 
meetings may be filled in any otherwise legal manner if 
immediately after filling any such vacancy at least two- 
thirds of the directors then holding office shall have been 
elected to such office by the holders of the outstanding 
voting securities of the company at such an annual or 
special meeting. In the event that at any time less than 
a majority of the directors of such company holding office 
at that time were so elected by the holders of the outstand- 
ing voting securities, the board of directors or proper 
officer of such company shall forthwith cause to be held as 
promptly as possible and in any event within sixty days a 
meeting of such holders for the purpose of electing directors 
to fill any existing vacancies in the board of directors unless 
the Commission shall by order extend such period. The 
foregoing provisions of this subsection shall not apply to 
members of an advisory board. 


4. Section 18 (i), in pertinent part— 


(i) Except as provided in subsection (a) of this section, 
or as otherwise required by law, every share of stock here- 
after issued by @ registered management company (except 
a common-law trust of the character described in section 
16 (b)) shall be a voting stock and have equal voting rights 
with every other outstanding voting stock: 
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STATEMENT OF QUESTIONS PRESENTED 


In the opinion of the Securities and Exchange Com- | 
mission, respondent herein, the questions presented 
are: 

1. Whether the Commission acted within the bounds 
of its discretionary authority under Section 6(¢) of 
the Investment Company Act of 1940 in exempting a 
bank collective investment fund from certain provi- 
sions of Section 10 of that Act, which, in effect, would 
have required a majority of the board of directors of 
the fund to be composed of persons who are not officers 
or directors of the bank, with the result that at least 
40 per cent of the board members will at all times be 
persons “unaffiliated” with the bank. 

2. Whether the Commission was entitled to assume 
that the provisions of the Investment Company Act of 
1940 would be complied with by the directors of the 


bank collective investment fund, in the absence of any 
showing of the contrary. 
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Jurisdictional statement, 
Statutes involved. 
Counterstatement of the case. 


I. The result reached by the Commission was within the bounds 
of its discretionary authority under section 6(c) of the 
Investment Company Act of 1940. 

A. The Commission properly found that the Account is 
not the kind of investment entity intended to be 
prohibited by Section 10(c) 

B. The Commission’s conclusion that there are substan- 
tial safeguards against the conflicts of interest which 
could arise as a result of the intervenor’s commer- 
cial banking activities was warranted by the facts. 

II. In the absence of any showing to the contrary, the Commis- 
sion was entitled to assume that the directors of the Account 
would comply with the provisions of the Investment Com- 
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Anited States Court of Appeals 


FOR THE DISTRICT OF COLUMBIA CIRCUIT 


No. 20164 


Natrona, ‘Association or Secures Deaters, Inc., 
PETITIONER 


Vv. 


SECURITIES AND EXCHANGE COMMISSION, RESPONDENT 
First Nationat Crry Bank, INTERVENOR 


ON PETITION TO REVIHW ORDERS OF THE ‘SHOURITIES AND 
. EXCHANGE COMMISSION 


BRIEF FOR RESPONDENT 


JURISDICTIONAL STATEMENT 


Petitioner, the National Association of Securities 
Dealers, Inc. (“NASD”), seeks to review orders entered 
by the Securities and Exchange Commission under the 
Investment Company Act of 1940, Act of August 22, 
1940, c. 686, 54 Stat. 789, as amended, U.S. C.A, Title 15, 
§80a-1, et seqg., granting certain exemptions from the 
Act to. the Commingled Investment Account (“Ac- 
count’’), an investment fund established by the First 
National City Bank of New York City (“Bank”).* Pe- 


2 The orders under review are an order of March 9, 1966, grant- 
ing in part and denying in part the Bank’s application for exemp- 
tion (JA 72), an order dated.March 14, 1966, correcting the order 
of March 9, 1966, (JA 73), and an order of ‘April 6, 1966, denying 
the NASD’s petition for rehearing (JA 77). “JA:-—” “refers to 
pages in the Joint Appendix. 

(1) 
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titioner invokes the jurisdiction of this Court under 
Section 43(a) of the Investment Company Act,? which 
provides that.“[a]ny person or party.aggrieved by an 
order issued by the Commission ander this title may 
obtain a review of such order .. . inthe United States 
Court of Appeals for the District of Columbia. . . .” 

The proceeding before the Commission was initiated 
by the Bank’s filing an application (JA 2-36) under 
Section 6(c) of the Investment Company Act; ombieh 
provides that “[t]he Comumission . . . by order upon 
application, may conditionally or unconditionally ex- 
empt any person, security, or transaction, or.any.class 
or classes of persons, securities, or transactions, from 
any provision or provisions” of the Act “if and to the 
extent that such exemption is necessary or appropriate 
in the public interest and consistent -with the protec- 
tion of investors and the purposes fairly intended by 
the policy and provisions 0 7? the Act. The exemp- 
tions granted by ‘the Commission permit a committee 
of five persons (“Committee”), which is to supervise 
the operation of the Aecount end perform functions 
similar to that of a board of directors, to include three 
members who are officers or directors of the Bank. 
In the absence of the Commission’s exemptive order, 
a majority of the members of fhe Committee would 
have had to be persons who are not officers er directors 
of the Bank. 

In the proceeding before the Commission, the NASD 
and other persons who objected to the application filed 
‘briefs and presented oral arguments (JA 54). No 
evidentiary hearing was requested (JA 54). The 
Commission permitted the NASD to participate m the 
“proceeding, without passing upon the question raised 
‘by the Bank as to the NASD’s standing (JA 54, n.3)- 

2 hi Stat. $44, as amended, US.CA., Title 6, $80a-42(a). 

254 Stat. 800, as amended, U.S.CA., Title 1B, $ 80a-Glc}. 
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Since this case presents important issues of statu- 
- tory interpretation and policy under the Investment, 
| Company Act, the Commission weleomes the oppor- 
tunity to have its decision reviewed by: an appellate. 
' court and, therefore, does not challenge the standing 
of the NASD to seek review of the Commission’s or- 
ders. This is not to say that the Commission believes 
that every competitor, investor, or other person who 
contends that he will suffer some indirect economic in- 
jury as a result of a Commission order has standing to. 
seek review of that order. Any such broad proposition, 
would seriously obstruct and delay the administration. 
of the federal securities laws. The situation of the 
NASD, however, is unique in that, as a registered. 
national seeurities association to whom Congress has: 
delegated major self-regulatory responsibilities in the 
securities markets, it has significant functions and re~ 
sponsibilities m the administration and enforcement 
of the Investment Company Act.‘ The Commission, 
therefore, interposes no objection to review at the 
instance of the NASD, but respectfully suggests that 
if the Court concludes that the NASD has standing, 
this decision should be based primarily upon the 
NASD’s statutory responsibilities rather tham upon 
the rather remote injury to the members of the’ NASD. 
attributable to the competition of the Bank. 


STATUTES INVOLVED 


The Aceount established by the Bank is registered 
as an investment company under the Investment Com- 
pany Act of 1940,° and the securities issued by the 
Account are registered under the Securities Act of 

«Section 22, 54 Stat. 823, U.S.C-A., Title 15, § 80a~22. 

5 Sections 7 and 8 of the Investment Company Act, 54 Stat. 
$02 and 808, as amended, U.S.C.A., Title 15, $§ 802-7, 8. 

286-052—66-——2, 
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1933.° The Securities Act, which requires full dis- 
closure regarding securities being offered for sale, as 
applied here, requires that potential investors receive 
a prospectus” containing pertinent information re- 
garding the management of the Account, its invest- 
ment objectives, policies and restrictions, and the 
rights of the participants in the Account. 

The pertinent provisions of the Investment Com- 
pany Act are set forth in the Appendix to the NASD’s 
brief. ‘Various practices prevalent in the investment 
company industry, which were not curbed by the full 
disclosure provisions of the Securities Act of 1933 and 
which ‘Congress found adverse to the national public 
interest and the interests of investors, were sought to 
be eliminated by the Investment Company Act of 
1940* Among the provisions of the Act adopted by 
the Congress to curb such practices are requirements 
designed to encourage investors’ knowledge of and par- 
ticipation in the affairs of investment companies, to 
require approval by investors of fundamental changes 
in investment companies’ business or character, and to 
foster integrity in the management of the companies. 

’ Tn accordance with the requirements of the Invest- 
ment Company ‘Act, participants in the Account will 


*Sections 5 and 6 of 1933 Act, Act of May 27, 1983, c. 38, 48 

Stat. 77, as amended, and 48 Stat. 78, US.C.A. Title 15, § Tleand 

-"7£ The securities issued by the Account are designated par- 
ticipations and investors are referred to as participants. 

2 Ibid. and Section 10 of the 1983 Act, 48 Stat. 81, as amended, 
US.C.A., Title 15, § 77j. A preliminary draft of the prospectus 
of the Account appears at JA 15-29. 

SHR. Rep. No. 2639, 76th Cong., $d. Sess. 10 (1940). See 
Section 1(b) of 1940 Act, 54 Stat. 789, USCA. Title 15, 
§ 80a-1(b). 
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elect their directors,» approve the advisory contract 
between the Account and the Bank, the Account’s 
investment adviser,** have the power to terminate that 
contract on 60 days notice,” and ratify the selection 
of auditors.* The members of the Committee and 
the Bank, as managers of the participants’ monies, 
are subject to prohibitions against self-dealing,* and 
the Commission cam bring injunctive actions against 
them for their failure to perform their duties. Par- 
ticipants receive periodic reports and proxy state- 
ments so that they will be placed in a position to de- 
termine whether their investments have been handled 
properly.* Additional reports must be filed with the 
Commission for public inspection.” 

Among the requirements of the Investment Com- 
pany Act intended to foster integrity of management 
are those contained in Section 10 of the Act,” which 
is directly involved in this case. In view of the fact 
that the managers receive financial benefits from their 
positions as officers, employees, investment advisers, or 
principal underwriters of the investment company, 
the Investment Company Act provides that certain 


® Section 16(a), 54 Stat. 818, U.S.C.A., Title 15, § 80a-16(a). 

2 Section 15(a), 54 Stat. 812, U.S.C_A., Title 15, § 80a-15(a). 

11 Section 15(a) (8), 54 Stat. 812, U.S.C.A, Title 15, § 80a- 
15(a) (3). 

a 32(a) (2), 54 Stat. 938, U.S.C.A., Title 15, § 80a- 
$1(a) (2). 

18 Section 17, 54 Stat. 815, U.S.C.A., Title 15, § 80a-17. 

% Section 36, 54 Stat. 841, U.S.C.A., Title 15, § 80a-35, and 
Section 42, 54 Stat. $42, U.S.C.AL, Title 15, § 80a—41. 

15 Section 30(d), 54 Stat. 836, U.S.C.A, Title 15, $ 80a-29(d), 
and Section 20(a), 54 Stat. 822, U.S.C.A., Title 15, § 80a-20(a). 

3¢ Sections 30(a) and 30(b), 54 Stat. 886, U.S.C.A., Title 15, 
$8 80a-29(a) and (b). 

3 54 Stat. 806, U.S.C.A,, Title 15, § 802-10. 
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members of an investment eompany’s board of di- 
rectors be unaffiliated with the managers.” The Sec- 
tion also provides that a majority of a board may not 
be affiliated with investment bankers or with any one 
commercial bank. The number of unaffiliated mem- 
bers of the board required by Section 10 varies; it may 
be one member, 40%, or a majority of the board, de- 
pending upon circumstances spelled out in the section. 

Thus, if there were no exemption granted by the 
Commission under Section 6(¢), Section 10(b) (3), 
54 Stat. 606, U.S.C.A., Title 15, § 80a-10(b) (3), would 
preclude an investment company from having a ma- 
jority of its board comprised. of persons who are offi- 
cers, directors, or employees of investment bankers; 
Section 10(e), 54 Stat. 806, U.S.C.A., Title 15, § 80a—- 
10(c), would preclude a majority of the board of di- 
rectors from consisting of persons who are officers 
or directors of a single bank; and Section 10(b) (2), 
54 Stat. 806, U-S.C.A,, Title 15, $ 80a—-10(b) (2), would 

38In explaining Section 10(a), 54 Stat. 806, US.C.A., Title 
15, §80a-10(s), David Schenker, a Commission spokesman for 
the bill which became the Act, stated as follows: 

“Tn essence, what does that section provide? The section 
provides that if you are the manager or investment adviser of 
an investment company or investment trust, then 40 percent of 
the board of directors have to be independent of you. 

“Now, why do we make that provision? You can see that 
the manager has pecuniary interest in the method of running 
the trust, because his management fees may depend upon the 

rmance of the trust. In order to i i 
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preclude a majority of the board of directors from, in 
effect, being officers or directors of a principal under- 
writer. Section 10(a) precludes more than 60% of 
the directors from being persons who are officers or 
directors of the investment adviser. Notwithstanding 
the provisions. of Seetions 10(a) and 10(b) (2), Sec- 
tion 10(d), 54 Stat. 806, U.S.C.A, Title 15, $ 80a- 
10(d), relating to certain types of “no load funds,” ® 
provides that, if certain conditions are met, all but 
one of the directors may be officers or directors of the 
investment adviser. 

In addition to the overall “watchdog” purpose served. 
by the unaffiliated directors in the affairs of the in- 
vestment company, certain specific functions are as- 
signed to the unaffiliated directors. A majority of the 
unaffiliated directors must (i) select the independent 
public accountant who certifies the financial state- 
ments of the investment company” and, perhaps most 
importantly, (ii) approve renewal of the investment 
advisory contract where the board does not submit the 
contract for a vote of shareholders.” 

Section 6(c) of the Investment Company Act, re- 
ferred to, supra, at page 2, grants the Commission 
broad exemptive authority. It provides: 

“The Commission, by rules and regulations 
upon its own motion, or by order upon appli- 
cation, may conditionally or unconditionally 
exempt any person, security, or transaetien, or 
any class or classes of persons, securities, or 
transactions, from any provision or provisions 

39 This is a term generally used to describe 2 fund where “no 
sales load is charged on securities issued by ... [an] invest- 
ment company,” Section 10(d) (3), 54 Stat. 806, US.C.A., Title 
15, § 80a-10(d) (8). 

20 Section 32(a), 54 Stat. 888, U.S.C.A., Title 15, § 80a-31(a). 

21 Section 15(c), 54 Stat. 812, U.S.C.A,, Title 15, § 80a-15(c). 
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of this title or of any rule or regulation there- 
under, if and to the extent that such exemption 
is necessary or appropriate in the public inter- 
est and consistent with the protection of invest- 
ors and the purposes fairly intended by the 
policy and provisions of this title.” 


COUNTERSTATEMENT OF THE CASE 
A. Background 

Some discussion of the nature of investment com- 
panies and the structural pattern prevailing in the 
investment company industry may contribute to an 
understanding of the issues in this case and of the 
Commission’s decision in its statutory and industry 
context. 

Broadly speaking, an investment company is any 
arrangement by which a number of persons invest 
funds in a “company” that is itself engaged in invest- 
ing in securities. Such a company may be a corpora- 
tion,.a partnership, a trust, a fund or any organized 
group of persons whether incorporated or not.* It is 
by reason of this broad definition that the Account is, 
as the NASD agrees, an investment company requir- 
ing registration under the Act, notwithstanding the 
fact that it is for other purposes not a separate legal 
entity, and the Comptroller of the Currency and the 
Federal Reserve Board view it for purposes of the 
federal banking laws as a part of the Bank.” 


2% These concepts are discussed and developed at considerable 
length by the Commission and by the Court of Appeals for the 
Third Circuit in Prudential Insurance Company of America, In- 
vestment Company Act Release No. 3620 (January 22, 1963), 
affirmed, 326 F. 24 383 (C.A. 8, 1964), certiorart denied, 377 U.S. 
953. See also Securities and Exchange Commission v. Variable 
Annuity Life Insurance Company of America, 359 US. 65 
(1959). 

23 'There are various types of investment companies which are 
separately classified in the Act and which operate in quite different 
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A typical open-end investment company or mutual 
fund has rather limited independent existence apart 
from its investment adviser or sponsor. Not only the 
function of providing investment advice but the func- 
tion of management itself is largely delegated to an 
external investment adviser. This structure seems 
to stem from the fact that many of the early open-end 
investment companies were organized by investment 
counselors™ who viewed these companies as simply a 
medium by which they might serve smaller clients 
and not as business enterprises capable of existing 
independently of their sponsors. Thus, in most mu- 
tual funds the adviser does more than give advice. 
It selects the fund’s portfolio and operates or super- 
vises other aspects of its business. Although the fund 
itself has a board of directors, and one or more execu- 
tive officers or trustees, a substantial portion, fre- 
quently a majority, of the directors and all or vir- 
tually all of its officers, will normally be associated 
with or employed by its adviser. In most cases all of 
the compensation that such persons receive for their 
services to the fund is paid to them by the adviser and 
not by the fund. Most advisers also supply the fund 
that they manage with office space and clerical and 
accounting personnel necessary to carry on the fund’s 


ways. The Account, like a mutual fund, falls into the statutory 
classification of an open-end management company. Such an in- 
vestment company is usually continuously issuing shares which are 
redeemable upon presentation by the shareholder based upon -his 
proportionate share of the company’s current net assets or the cash 
equivalent. This redeemability feature distinguishes the mutual 
‘fund from the closed-end investment company. As of June 30, 
1966, open-end investment companies reported net assets of ap- 
proximately $38 billion and closed-end investment companies 
reported net assets of approximately $6.6 billion. 
2 Investment Trusts and Investment Companies, Report of the 
Securities and Exchange Commassion, Pt. 2, HR. Doc. No. 70, 76th. 
Cong., Ist Sess. 57, 59 (1939). 
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business. In most, if not in all, cases such services 
are paid for by the basic advisory fee. 

The framers of the Investment Company Act ac- 
cepted this basic structure and, rather than seeking 
to require that all investment companies function as 
independent business enterprises, merely sought to 
interpose certain checks upon the dominance of ad- 
visers without divesting them of control.” Thus, Sec- 
tion 16(a) of the Act, generally speaking, requires that 
directors of an investment company be elected by 
the holders of voting securities of the company, and 
Section 10(a) provides that not more than 60 percent 
of the directors of an investment company may be 
affiliated with the investment adviser. The Act im- 
poses upon the directors certain statutory functions 
described in more detail, infra, at page 31, and Sec- 
tion 15(¢), as we have seen (supra, at page 7), Te- 


quires that investment advisory contracts be approved 
by a majority of those directors who are not affiliated 
with the investment adviser or, alternatively, by 2 
vote of the majority of the outstanding voting securi- 
ties of the company. The Commission did not grant 
exemption from any of these basic requirements of 
the Act. In evaluating the Commission’s decision 
5¢ must be borne in mi 


advisers ; 
d after the enactment 


2 Hearings on HR. 10066 before a Subcomunitice of the 
House Committee on Interstate and. Foreign Commerce, 76th 
Cong., 3d Sess. 109-110 (1940). 
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company and to provide independent directors - mae 
will act as a check upon the managers. 5 


B. The Commission’s opinion 


*.In its findings and opinion (JA 52-68) the eae 
mission describes the Bank’s application, discusses 
certain background facts and sets forth its reasons 
for granting some but not all of the relief sought. 

In its application the Bank represented that it pro- 
posed to establish and operate a collective investment 
fund which was to be known as the Commingled In- 
vestment Account (JA 54). For purposes of the In- 
vestment Company Act the Account would be a legal 
entity distinct from the Bank and would be registered 
under that Act as a diversified, open-end management 
investment company (JA 54). 

It was proposed that the Account would accept in- 
vestments of $10,000 or more pursuant to agreements 
signed by persons (“‘participants’’) authorizing the 
Bank to place their monies in the Account (JA 55). 
Monies contributed by participants would be collec- 
tively invested in a pool of securities, principally 
common stocks and securities convertible into common 
stocks (JA 55). There would be no sales charge im- 
posed on monies contributed by participants (JA 
55); nor would there be any fee upon the redemption 
of a participant’s interest in the Account (JA 55). 

The Bank proposed to serve as investment ad- 
viser to the Account pursuant to a written contract 
between the Committee on behalf of the Account: and 
the Bank (JA 55; 29-85). Under this contract, or 
management agreement, the Bank is to determine 
what securities are to be purchased and sold and is to 
execute all transactions (JA 55-56). The management 
agreement also provides that the Bank is to act as 
custodian for the assets of the Account (JA 55) and 


236-052-663 
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is to furnish all administrative and clerical services, 
the office space and other facilities required by the 
‘Account, which will have no officers or employees 
(JA 56). In return for these services, the Bank is to 
receive a fee equal, on an annual basis, to 44 of 
1% of the average net asset value of the Account 
(JA 56). 

The participations in the Account will not be dis- 
tributed or underwritten by broker-dealers (JA 55). 
The Commission, however, regards the Bank, which 
makes participations in the Account available, to be a 
statutory underwriter of the participations for pur- 
poses of the securities acts (JA 73-74). The Bank is 
also regarded under the Investment Company: Act as 
the principal underwriter for the Account (JA 74). 

The Bank proposed that the supervision of the 
operations of the Account would be vested in a Com- 
mittee, which would act as a board of directors, the 
members of the Committee to be elected by the par- 
ticipants in the Account (JA 55). Under the man- 
agement agreement, all transactions of purchase or 
sale of securities on behalf of the Account are to be 
promptly reported to the Committee by the Bank (JA 
32). The Bank also is required to transmit to the 
Committee all notices, proxy forms and proxy state- 
ments and other requests and announcements fur- 
nished to the Bank regarding the securities in the 
portfolio of the Account (JA 33). The Bank is to 
execute and deliver the proxies and other authoriza- 
tions as directed by the Committee (JA 33). 

The Commission noted (JA 54-55) that the Ac- 
count would be operated as a collective investment 
fund under applicable regulations of the Comptroller 
of the Currency. The Bank had for many years man- 
aged individual accounts of its customers in so-called 
managing agency accounts (JA 56). The smallest 
account which the Bank represented it could econom- 
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ically manage on an individual basis was $200,000 
(JA-56). The stated purpose of the Account was to 
make available the Bank’s investment-managing sery- 
ices to the smaller investor through the mechanism of 
investing and managing the smaller amounts .of 
monies collectively (JA 56). Prior to 1963, national 
banks had ‘been prohibited from commingling man- 
aging agency accounts (JA 56). In 1963, the Comp- 
troller revised Regulation 9 (12 CFR 9) to permit 
collective investment of funds received in managing 
agency accounts by the Bank as a fiduciary if ap- 
proved by the Comptroller (JA 56; 12 CFR .9.18 
(e)(5)). 

The Commission took cognizance of the fact that 
the banking authorities regarded the Account to. be 
consistent with the banking laws. It noted that the 
Comptroller had approved the Bank’s arrangement, 
that the Board of Governors of the Federal Reserve 
System had ruled that the arrangement would: not 
violate Section 32 of the Banking Act of 1933, Act of 
June 16, 1933, c. 89, 49 Stat. 194, as amended, 
US.C.A., Title 12, § 78, (JA 56-57) and that the Fed- 
eral Deposit Insurance Corporation supported the 
Bank’s application (JA 57). 

The Bank sought exemptions principally from three 
subparagraphs of Section 10 of the Investment Com- 
pany Act: subparagraphs (b)(3), (¢) and (d)(2)” 
(JA 58). The relief sought, if granted, would have 
authorized all but one of the members of the Commit- 
tee, the board of directors of the Account, to be: offi- 
cers or directors of the Bank. In the absence’ of 
exemption Section 10(b) (3) would have precluded the 
Account from having a majority of its board, com- 
prised of persons who are officers, directors, or em- 


"54 Stat. 806, U.S.C.A, Title 15, $8 80a-10(b) ®), 106), 
and 10(d) (2). 
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ployees of the Bank, since the Bank is an investment 
banker in that it participates in syndicates under- 
writing United States Government and municipal 
obligations (JA 64). Similarly, in the absence of an 
exemption Section 10(c) would also have precluded 
a majority of the Committee from consisting of per- 
sons who are officers or directors of the Bank. An 
exemption was also sought by the Bank from a condi- 
tion of Section 10(d), which section under certain 
circumstances provides that an investment company 
which charges “no sales load on securities issued’’ may 
have only one director unaffiliated with the investment 
adviser instead of at least 407% unaffiliated, as other- 
wise required by Section 10 (a) of the Act; the condi- 
tion sought to be waived by the Bank was that con- 
tained in subdivision (2) of Section 10(d) that the 
investment adviser be registered under the Investment 
Advisers Act and engaged principally in the business 
of rendering investment supervisory services, a con- 
dition that the Bank could not meet (JA 66).” 


= The Bank could not meet this condition because, while the 
rendering of investment supervisory services is an important 
aspect of the Bank’s business, the Bank stated that it may not 
be “engaged principally” in the business of rendering such serv- 
icea and, in addition, by definition, 2 bank is not an investment 
adviser under the Investment Advisers Act of 1940 (JA 66). 
The term “investment supervisory services” is defined in Section 
202(a) (13) of the Investment ‘Advisers Act of 1940, Act of 
August 22, 1940, c. 686, 54 Stat. $47, as amended, U.S.C.A., 
Title 15, § 80b-2(a) (13), as “the giving of continuous advice 
as to the investment of funds on the basis of the individual 
needs of each client.” Section 202(a)(11) of the Investment 
Advisers Act, 54 Stat. 847, as amended, U.S.C.A., Title 15, 
§ 80b-2(a) (11), after defining “investment adviser,” provides 
that the term “does not include . . . o bank.” An investment 
adviser whose only clients are investment companies need not 
register under the Investment Advisers Act of 1940 (Section 
203 ((b) (2), 54 Stat. 850, as amended, U.S.C.A., Title 15, § 80b- 
8(b) (2). 
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The Commission granted the exemptions from Sec- 
tion 10(b)(8) ‘and 10(c) (JA 72). It denied the 
request under Section 10(d) (JA 73). Subsequently, 
by an amended order (JA 73-74), the Commission 
granted an exemption from Section 10(b) (2). Sec- 
tion 10(b) (2), in effect, as here pertinent, would have 
prohibited a majority of the Committee from being 
comprised of persons who were officers or directors 
of the Account’s principal underwriter (7.e., here the 
Bank). As a result of the Commission’s determina- 
tion, the make-up of the Committee is governed by 
Section 10(a) of the Investment Company Act, which, 
as we have noted, provides that no more than 60: per 
cent of the members of the Committee (¢.¢., no more 
than 3 of 5) may be officers, directors or employees of 
the Account’s investment adviser. Hence at, least 40 
per cent of the members of the Committee (7.e.; at 
least 2 of 5) must be comprised of persons who are 
not affiliated with the Bank. 

In connection with each exemption granted, the 
Commission considered the statutory purposes and 
objectives of the particular provisions of the Invest- 
ment Company Act and determined that the manner 
in which the Account was organized and in whick it 
was to operate would not be violative of such pur- 
poses and objectives. With respect to Section 10(c), 
the Commission concluded that the Bank “has shown 
that substantial safeguards are present here against 
the conflicts of interest which could arise as a result 
of the Bank’s commercial banking activities’? (JA 
62). With respect to the request for exemption from 
Section -10(b) (3), the Commission found no “basis 
for concern that the Bank, qua investment banker, 
can or will use the Account to its advantage, particu- 
larly since the Account is primarily a stock fund’ and 
the Bank is limited to underwriting debt securities 
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of government authorities” (JA 65). The Commis- 
sion concluded that the same reasons made an. ex- 
emption ‘“‘necessary or appropriate” from Section 
10(b) (2) “in view of the no-load character of the Ac- 
count’’ (JA 74). 


SUMMARY OF ARGUMENT 


The exemptions granted by the Commission under 
Section 6(¢c), which permit a maximum of 3 instead 
of 2 Bank officers or directors to serve on the five- 
member Committee, allow the Account to function in 
conformity with both the Investment Company Act 
of 1940 and the federal banking laws so that investors 
will have the basic protections of the Investment Com- 
pany Act and at the same time be provided with a 
choice of an investment media not previously avail- 
able. 

The Commission properly found that the Account 
was not the type of investment entity with which 
Congress was concerned in adopting Section 10(c), 
which precludes officers and directors of any one 
pank from constituting the majority of the board of 
directors of an investment fund. Section 10(¢) was 
designed to prevent the abuses that had resulted from 
the activities of security affiliates of commercial 
banks—a type of organization differing substantially 
from a collective investment fund such as the Account, 
which was unknown at the time of the passage of the 
Investment Company Act in 1940. The Commission’s 
broad exemptive powers under Section 6(c) were in- 
tended to take care of situations unknown when the 
Act was passed where otherwise applicable protec- 
tions appear unnecessary. 

The Account’s characteristics, the Bank’s under- 
takings, and regulation by the federal banking au- 
thorities, as well as the numerous protective provisions 


17 


of the Investment Company Act from which no ex- 
emption has been granted, provide substantial safe- 
against possible conflicts of interest arising as 
a result of the Bank’s commercial banking activities. 
The Act recognizes that investment companies are 
often under the substantial control of their sponsors 
or investment advisers and assumes that this does not 
prevent its directors from carrying out their func- 
tions. Similarly, the control here by the Bank will 
not prevent the Committee of the Account, which has 
‘every power and responsibility provided by the Act 
for directors of such investment companies, from 
carrying out its functions. 


ARGUMENT 


I. The result reached by the Commission was within the 
bounds of its discretionary authority under Section 6(c) of 
the Investment Company Act of 1940. 


Under Section 6(c) of the Investment Company 
Act, the Congress has granted the Commission au- 
thority to exempt any person from any provision of 
the Act provided such action is “necessary or appro- 
priate in the public interest and consistent with the 
protection of investors and the purposes fairly in- 
tended by the policy and provisions” of the Act. In 
reaching its result in the present case, the Commission 
adhered to its guideline, previously formulated,” that 
the standards of Section 6(¢) mean that the propriety 
of the Commission’s exercising its exemptive au- 
thority “ ‘largely depends upon the purpose of the 
section from which an exemption is requested, the evils 
against which it is directed, and the end which it 
seeks to accomplish’? (JA 59). The NASD appar- 

23 Transit Investment Corporation, 28 S.E.C. 10, 16 (1948). 
See also American Participations, Inc. 10 S.E.C. 481 (1941) 
and cases cited in n. 17 of the Transit Investment case, 
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ently does not. challenge the validity of this guideline; 
it does urge, however, that in exercising its exemptive 
authority in this case the Commission disregarded 
“the statute’s mandate”? and “substituted its policy 
judgment for that of the Congress’”’ (NASD Br. 30). 
The Commission found that the purposes of Section 
40 from which exemptions were granted were not frus- 
trated by the Bank’s proposal and that the investors in 
the Account would receive adequate protections. 

The NASD’s challenge to the Commission’s action 
appears to be not so much the contention that the Com- 
mission afforded undue latitude to the Bank con- 
trary to the policies and purposes of the Act, but 
rather that the Commission may not permit the Ac- 
count legally to exist and be operated consistently with 
the requirements of both the Investment Company Act 
and the federal banking laws and regulations. The 
NASD does not dispute that the Account is an invest- 
ment company. Its basic contention, repeated in 
various ways throughout its brief, is that under ‘the 
Investment Company Act the Account must be con- 
strued as a separate entity which cannot be controlled 
by the Bank, while under the Comptroller’s regula- 
tions and the decision of the Federal Reserve Board, 
it must be construed as an arm or department of the 
Bank. Thus, it claims there is an impasse.” 

The Commission determined that no such impasse 
exists—the Account can be considered by the Com- 
mission as a separate entity and operated in a manner 
consistent with the purposes and policies of the Act 
and in a way which affords to investors the protections 
contemplated by the Act; at the same time, the Ac- 
count can be construed by the banking authorities as 
part of the Bank in the sense that it may be under the 


2 Concern that such an impasse might exist prompted a criti- 
cal report by the House Committee on Government Operations 
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control of the Bank. This concept is not restricted 
to the banking laws. Thus a fund of securities con- 
trolled by an insurance company is considered a part 
of the insurance company under state insurance regu- 
lation, but a fund, as a separate account, must be reg- 
istered as an investment company under the Invest- 
ment Company Act.” 

By granting exemptions permitting the Account to 
comply with the banking laws and with the Invest- 
ment Company Act, the Commission acted in accord- 
ance with an underlying policy of the latter Act that 
investors should have a broad choice. of investment 
media. That policy is evidenced by the fact that-any- 
one who has not been convicted of specified crimes or 
found by a court of competent jurisdiction to have 
engaged im specified acts of misconduct may form and 
register an investment company." Thus, since, as we 


which suggested that such a conflict in the edministration of 
federal statutes was unseemly and undesirable. H.R. Rep. No. 
429, 88th Cong., 1st Sess. (1963). It also prompted the intro- 
duction of legislation which would have exempted such ac- 
counts from all provisions of the federal securities laws. S. 
2704, 89th Cong., 2d Sess. (1966). The Commission opposed 
such legislation upon the ground that it was unnecessary and 
undesirable to deprive investors in such accounts of all the pro- 
tections of the federal securities Jaws. Hearings on S. 2704 
Before a Subcommittees of the Senate Comanittee on Banking 
and Currency, 89th Cong. 2d Sess. 182-189 (1966). 

See Prudential Insurdnce Company of America, Invest- 
ment Company Act Release No. 8620 (January 22, 1968), aff'd 
826 F. 2d 383 (C.A. 3, 1964), certiorari denied, 377 US. 953. 
The following insurance companies have registered. separate 
accounts a3 investment companies: Horace Mann Life Insurance 
Company Separate Account, Commission File Nos. 2-94256, 
811-1843; The Paul Revere Variable Annuity Contract Accu- 
mulation Fund, File Nos. 2-24380, 811-1356; National Variable 
Annuity Company of Florida Separate Account, File Nos. 
2-23902, 811-1827. yg : 

™ See Section 9(a) of the Act, 54 Stat. 805, U.S.CA, Title 
15, $ 802-9. 
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will show below, the Account can be operated in a 
manner consistent with the Act, the Commission’s 
grant of those exemptions necessary to permit it to 
function in conformity both with the Act and with the 
federal banking laws furthers the basic policy of free 
competition. Banks with their long experience in 
managing other peoples’ money in a fiduciary ¢ca- 
pacity may well be able to make a contribution to the 
available investment opportunities in the investment 
company field.” 


A. The Commission properly found that the Account is not the kind of 
investment entity intended to be prohibited by Section 10(c). 


The Commission’s initial inquiry, and properly so 
under its established guideline, was whether Section 
10(¢) was enacted to cover the type of investment 
fund proposed in the Bank’s application. As we have 
seen, under Section 10(¢) of the Act a majority of the 
board of directors of an investment company may not 
be officers or directors of any one bank. Tt is the 


emption which receives the great- 
est attention of the NASD. 

The first fact found by the Commission to be sig- 
nificant was that a collective investment fund of the 
type proposed by the Bank could not have existed un- 
til 1963 (JA 60). Since commingling of managing 
agency accounts of banks was not authorized in 1940, 
the new proposal came within a type of situation where 

=In urging that a separate account established by an insur- 
ance company to issue variable annuities must be registered. 
under the Investment Company Act, the NASD has stated : 

“The National Association of Securities Dealers is concerned. 
that competition in the fashioning of investment devices .- - 
be kept open to all companies qualified to jssue them.” (Page 
93 of Brief for the National ‘Association of Securities Dealers, 
Inc., in Prudential Insurance Co. v. Securities and Exchange 
Commission, supra at note 30.) 
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Congress expected the Commission to determine 
whether to exercise its authority under Section 6(c). 
The Commission concluded that one of the purposes of 
Section 6(c) was to “ ‘take care of special situations 
. . . that could not be foreseen at the time the legisla- 
tion was drafted’ ’’ (JA 59).™ 

Next, the Commission found the Account to be “sub- 
stantially different, both in purpose and nature of 
operation, from the bank-dominated investment com- 
panies described in this Commission’s Report to Con- 
gress on Investment Trusts and Investment Com- 
panies, which led to the passage of the Act, and in the 
testimony at the Congressional hearings” (JA 60). 
That report of the Commission describes the manner 
in which commercial banks, particularly during the 
1920’s, had organized associated companies known as 
bank security affiliates. These security affiliates fre- 
quently assumed the form of, or sponsored, companies 
which would now be classified under the Investment 
Company Act as closed-end investment companies. 
The shares of the security affiliates were generally sold 
or issued to the banks’ shareholders on a share for share 
basis and provision was made for maintaining the in- 
separability of the bank stock and the stock of the 
security affiliates. The various activities of the se- 
curity affiliates were described by the Commission’s 
Report as follows: 


“The sphere of activity of these security affil- 
jates embraced the wholesaling and retailing of 
security issues; serving as holding and finance 
companies in carrying blocks of securities, for 
control or otherwise, which the bank could not 
or would not list among its own investments; 
assuming such loans and investments of the par- 


**The Commission was quoting from a previous case, The 
Atlantic Coast Line Company, 11 S.E.C. 661, 666-667 (1942). 
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ent bank which might prove doubtful and non- 

liquid ; supporting the market in the bank’s own 

stock; and finally acting as investment com- 

panies in buying and selling securities for in- 
vestment or speculative purposes.” * 

Predominant among the abuses resulting from the 

operation of such security affiliates was the loaning 

by the banks of large amounts to their security affili- 

ates to finance the purchasing of securities. The 

Commission’s Report on Investment Trusts and In- 

vestment Companies refers to the Congressional hear- 

ing which led to the adoption of the Banking Act of 

1933, where it was stated: 

“Activities of a bank’s security affiliate as 

a holding or finance company or an investment 

trust are also fraught with the danger of large 

losses during a deflation period. Bank affiliates 

a mouch greater tendency to 


than do organi- 
ent of 


tween the bank and its affiliate tends to en 
courage reliance upon the lending facilities of 
the former.” ” 
‘Another major abuse consisted of the activities of 
the security affiliate in supporting the market price 
of the bank’s own stock. See Stock Exchange Prac- 
tices, Report of the Committee on Banking and Cur- 
% Investment Trusts and Investment Companies, Report of 
the Securities and Exchange Commission, Pt. 1, HR. Doc. No. 
407, 75th Cong., $a Sess. 94 (1938). 
% Hearings Pursuant to 8. Res. 71 Before a Subcommittee of 
the Senate Committee on Banking and Currency, Tist- Cong-, 34 
Sess. 1058 (1981). 
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rency, S. Rep. No. 1455, 73d Cong., 2d Sess., 168 e 
seg. (1934). 

The Account here is not at all comparable to the 
security affiliates. The Board of Governors of the 
Federal Reserve System has determined that the pro- 
posed arrangement does not violate Section 32 of the 
Banking ‘Act of 1933, which was apparently designed 
+o curb interlocking relationships between commercial 
banking and investment banking (JA 57). In addi- 
tion, under one of its fundamental policies (JA 17), 
the Account cannot borrow from the Bank (or from 
anyone else) and under Section 12(d)(3) of the In- 
vestment Company ‘Act, 54 Stat. 808, U.S.C.A., Title 
15, §80a-12(d) (3), and Rule 2a-3, 17 CFR 270.2a-3, 
thereunder, it eannot purehase stock issued by the 
Bank. Moreover, the management agreement be- 
+ween the Bank and the Account is designed to mini- 
mize possible conflicts of interest, by prohibiting the 
Bank, its officers, directors or employees from effect- 
ing transactions with the Account (JA 34). Accord- 
ingly, the Account cannot become a vehicle for the 
Bank doing indirectly that which it may not do di- 
rectly under the banking laws, the main purpose 
served. by the security affiliates. 

‘While the NASD quotes extensively from the legis- 
lative hearings preceding enactment of the Investment 
Company Act (NASD Br. 12-16) in which the vari- 
ous evils stemming from bank-related investment 
companies are set forth, it overlooks the fact that the 
evils uncovered by the Commission’s study related to 
security affiliates, investment vehicles much different 
from the Account." The significance of the fact that 


* The NASD suggests that the Commission has held that 
Section 10(c) “was intended to apply only to closed-end: invest- 
ment companies,” thus truncating the statute (NASD Br. 24). 
In pointing out that the evils sought to be remedied related to 
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Section 10(c) was designed to eurb evils connected 
with a certain type of investment company, 1.€., & 
bank security affiliate, is meaningful in determining 
whether the evils sought to be eliminated could occur 
with respect to the proposal before the Commission. 
The NASD would apparently have the Commission 
end its consideration of the matter once it has found 
that Section 10(c) prohibits bank-dominated invest- 
ment companies. If this were the Congressional in- 
tent, the Commission’s exemptive power under Section 
6(c) would have been made inapplicable to Section: 
10(c). It clearly was not. In this connection, the 
Commission stated (JA 60) : 


“Tn Transit Investment Corporation, we held 
that the ‘ “purposes fairly intended by the policy 
and provisions” of the Act obviously means 
something more than a literal reading only of 
the provision from which an exception is de- 
sired. Otherwise, the existence of a provision 
prohibiting a transaction, which in every case 
under Section 6(¢c) is the very reason why an 
application for exemption is necessary, would 
also be the very reason for denying the appli- 
cation, thus making it impossible to resort to 
Section 6(c) to exempt a transaction from any 


provision of the Act’.” 


a particular type of closed-end investment company, the Com- 
mission did not determine that Section 10(c) was to be applied 
only to closed-end investment companies. The Commissiox 
merely noted, for the reasons stated above, that Section 10(c) 
was not directed at the type of open-end investment company 
represented by the Account” (emphasis added) (JA 60). In 
the case of any open-end investment company where evils 
sought to be avoided by the Act should be found to require the 
protections of Section 10, no exemptions would be granted. 
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B. The Commission’s conclusion that there are substantial safeguards 
against the conflicts of interest which could arise as a result of the 
intervenor’s commercial banking activities was warranted by the facts. 


The NASD contends that ‘‘Section 10(¢) is a shield 
to protect investors against all conflicts in the bank 
interlock, whether evident or subtle, existing or poten- 
tial’? (NASD Br. 29) and seems to imply at various 
places in its brief (see, ¢.g., NASD Br. 28) that the 
Commission would have had to find that there is no 
possibility of the existence of any conflict of interest 
before granting relief from Section 10(¢) of the Act. 
The Commission carefully examined the potential 
areas of conflicts of interest (JA 66). These included 
the danger that the Account’s brokerage business might. 
be placed to favor the brokerage firms who are depos- 
itors of the Bank, that the Account would retain a 
large amount of cash deposits in the Bank, and that 
the Account’s funds would be used to “shore up” 
bank investments.” 

The Commission found that any abuses in the first 
area were resolved by the Bank’s undertaking to place 
the Account’s brokerage business in a manner which 
would not permit the Bank to favor its depositors 
(JA 63). 

As to the other areas of potential conflict, the Com- 
mission recognized that precisely the same potential 
conflicts of interest exist in any situation in which a 
bank, as trustee, manages the assets of others and that 
the federal banking authorities were fully aware of 
this potential and, in the course of their supervision 

37 Another danger cited, the purchase of securities underwrit- 
ten by the Bank, is discussed, infra, under Section 10(b) (3). 
These potential dangers had been cited by a former Chairman of 
the Commission in testimony before the Congress. Hearings on 
Common. Trust Funds—Overlapping Responsibility and Conflict 
in Regulation Before a Subcommittee of the House Committee 
on Government Operations, 88th Cong., 1st Sess., 11-12 (1968). 
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of the bank’s performance of its fiduciary functions, 
would take various steps to guard against these po- 
tential conflicts. The Commission pointed out that 
‘‘[aJmong other things, the Comptroller’s office, as 
part of its periodic examination of national banks, 
examines the investments held by the Bank as fidu- 
ciary to determine whether such investments are in 
accordance with law, Regulation 9 [12 CFR 9] and 
sound fiduciary principles” (JA 62). The Commis- 
sion concluded that these safeguards together with 
various provisions and restrictions in other sections of 
the Act which are designed to guard against conflicts of 
interest would, in conjunction, provide adequate safe- 


guards. 

The NASD dismisses the Commission’s reliance 
upon the Comptroller’s supervision by merely quoting 
(NASD Br. 26) the Commission’s statement to the 
effect that such supervision is not a substitute for the 
protections afforded investors by the Investment Com- 
pany Act. The NASD misses the point. The Com- 
mission’s reasoning is that this additional safeguard 
of federal regulation by another agency of the Gov- 
ernment is a basis for lessening the necessity for 
strictly applying certain of the provisions of Section 
10 of the Act. The Account is subject to all of the 
other provisions of the Act and investors receive the 
benefits of the protections provided thereby. The 
Commission concluded that under all the cireum- 
stances of the case the independent check on manage- 
ment provided for in Section 10(a) of the Act, that 
js, a board of directors 40% of the members of which 
were unaffiliated with the Bank, would adequately 
protect investors where the management acted in con- 
flicts-of-interest situations and that the present case 
did not present the type of situation for which Con- 
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gress had enacted the more stringent provisions’ of 
Section 10(c). ; 

The importance of the NASD’s challenge to the Com- 
mission’s grant of an exemption from Section 10(b)(3) 
is somewhat measured by the fact that its argument is 
relegated to a footnote (NASD Br. 28, n. 57 )»: Under 
Section 10(b)(3) the board. of- directors of the Ac- 
count may not have a member who is affiliated with 
an investment banker unless a majority is not affili- 
ated with investment bankers. Section 10(b) (3). was 
designed to prevent an investment banker from using 
the funds of the investment company: te promote its 
investment banking’ business. While the Bank.is in 
the investment banking business to the extent that it 
participates in syndicates which’ underwrite United 
States Government and municipal obligations, the Ac- 
count, as noted by the Commission (JA 65), is(pri- 
marily a stock fund. The Account cannot purchase 
any securities from the Bank (JA. 34). Moreover, if 


the Account were to purchase governmental obliga- 
tions, under applicable statutory provisions the Ac- 
count could not purchase these securities from an- 
other member of an underwriting syndicate where the 
Bank participates as a principal underwriter.” 


I. In the absence of any showing to the contrary, the Com- 
mission was entitied to assume that the directors of the 
Account would comply with the provisions of the Invest- 
ment Company Act of 1940. 


The basic argument of the NASD on this point 
(NASD Br. 36-40) is that the Committee will be un- 


“To resolve any doubt, the Commission imposed 2 condition 
to the exemption that the prohibition against parchasing gov- 
ernment securities from sach syndicate members be extended to 
include the situation where the syndicate has terminated but its 
members have not sold certain of the securities which “were 
allotted to them by the syndicate (JA 65, 72-73). 
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able to perform its functions under the Investment 
Company Act because the banking laws contemplate 
that the Bank and its board of directors will exercise 
control over the Account and be responsible for its 
investments. This does not follow. The fact that a 
majority of the members of the Committee will be 
affiliated with the Bank does not prevent the Commit- 
tee from carrying out its functions under the Invest- 
ment Company Act. As we have seen, supra at page 
9, investment companies are usually controlled by 
their investment advisers and the Act assumes that 
such relationships will exist. That the Bank will 
make the initial investment decisions subject to post- 
audit by the Committee (JA 32) is a situation ex- 
pressly recognized by the ‘Act. As is apparent from 
the definition of investment adviser in Section 
2(a) (19), an investment adviser of an investment 
company may be “empowered to determine what se- 
eurities or other property shall be purchased or sold 
by such company.’’” 

The Commission, contrary to the NASD’s conten- 
tion (Br. 35-36), did state the basis for its conclusion 
that the Committee and not the directors of the Bank 
will be entrusted with the directorial responsibilities 
for the Account. The Commission stated that the 
banking laws do not preclude the Committee from 
performing its responsibilities under the securities 
—TSadiion 2(a) (19), 54 Stat. 790, as amended, U.S.C.A,, Title 
15, § 80a-2(a) (19), provides in pertinent part: 

« fnvestment adviser’ of an investment company means (A) 
any person (other than 2 bona fide officer, director, trustee, 
member of an advisory board, or employee of such company, 


other property, 
or other property shall 
” 


pany. .-- 
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acts (JA 79). The reason given by the Commission, 
which met the requirements of Section 8(b) of the 
Administrative Procedure Act, Act of June 11, 1946, 
c. 19, 60 Stat. 242, U.S.C.A., Title 5, § 1007(b), was 
that the Federal Reserve Board in its decision “ recog- 
nized that the Committee would have to comply with 
the securities laws and that supervision of the Ac- 
count would be in the hands of a Committee elected 
by investors.* 

The NASD has not pointed to any functions re- 
quired of a board of directors under the Investment 
Company Act which cannot be performed by the Com- 
mittee. Just as the participants in the Account have 


4012 CFR 218.111. 

« Similarly, the Comptroller was aware that the Committee 
would exercise supervision over the Account. The letter of the 
Comptroller approving the arrangement for the Account under 
Section 9.18(c) (5) of Regulation 9 (JA 47-52) explicitly recog- 
nized, among other things, that: 

“The commingled account will operate as follows. The super- 
vision of the commingled account will be in the hands of a 
committee, the members of which will initially be appointed 
by the bank but thereafter elected by the participants at annual 
meetings. It is expected that officers of the bank will be mem- 
bers of the committee, except that at all times there will be 
at least one member who is independent of the bank. Pur- 
suant to a management agreement with the committee, the bank 
will be responsible for the management of the investments in 
the commingled account, will have custody of the assets in the 
commingled account, will handle all transactions in the port- 
folio of the commingled account, and will maintain the records 
and keep the books of the commingled account. 

“The management agreement shall be subject to the approval 
of the participants at their first annual meeting. The manage- 
ment agreement will remain in force for two years from the 
date of its execution and is renewable annually thereafter, pro- 
vided that such continuance is approved annually by the com- 
mittee, including a majority of the members of the committee 
who are not directors, officers, or employees of the bank, or by 
vote of participants having a majority of units of participa- 
tion... .” (JA 48-49). 
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every voting right preseribed by the Act for share- 
holders of a registered open-end investment com- 
pany,” so also the Committee of the Account has every 
power and i py the Act for 
directors of such an 
in the case of most 


filiated persons 
nevertheless the 


who shirks his re- 
ceount is 


16); the participants may by majo 
agement agreement at any time on 
the management agreement will not 


5 


the first annual meeting of the participants unless it is ap- 


ority vote (JA 25); 
at the 
(JA 55, 68); and the selec- 
for the Account must 


tion by majority 
under Section 20 
proxies of participants. 
“In Broun v. Bullock, 294 F. 0d 415, 421 (CA. 2, 1961), the 
court said: . 
“When Congress mandated 
advisory and underwriting con 
cerned ‘with 
think §15 (a) and (b) [of the Investment Company 


31 


an action under Section 36 of the Act for his removal 
‘or suspension from office. There is no legal impair- 
ment to the Committee’s performing its statutory 
responsibilities of annually reviewing the management 
agreement to determine whether to renew the contract 
or to recommend its renewal to participants“ (JA 
25, 35); nor is there any legal obstruction to the Com- 
mittee terminating the management agreement at any 
time on 60 days notice, pursuant to Section 15(a) (3) 
(JA 25, 35). Moreover, pursuant to Section 2(a) (39), 
54 Stat. 790, as amended, U.S.C.A., Title 15, § 80a-2(a) 
(39), the Committee members must determine the fair 
value of any assets of the Account for which market 
quotations are not readily available (JA 19). Pur- 
suant to Section 30, 54 Stat. 836, U.S.C._A, Title 15, 
§ 80a-29, the Committee must file periodically and 
transmit to participants required reports (JA 28, 34). 
The Committee is also responsible for the accuracy 
and adequacy of the Account’s registration statement, 
including the prospectus, under the Securities Act of 
1933. As described in the prospectus the Committee 
‘will also determine the dividend policy of the Account 
(JA 23) and will determine to what extent distribu- 
‘tions upon termination of a participation will be made 
in cash and to what extent in kind (JA 22). 

The NASD has no factual basis for asserting that 
the Committee will not conscientiously perform ‘its 
responsibilities. Instead, it relies upon certain of 
the banking regulations, particularly Section 9.7 
down. a requirement of annual approval not merely formal but 
substantial, the minimum content of which is a matter of fed- 
eral law; hence a complaint alleging failure to conform to that 
requirement sets forth a federal claim.” 

“Tf the Committee elected to renew the contract without 
‘shareholder approval, such renewal would have to be approved 
by a ete) of the unaffiliated directors. Section 15{c) of the 
1940 : 
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(a)(1) of the Comptroller’s regulations (12 CFR 
9.7(a) (1)), in an attempt to create a legal basis for ob- 
jection (NASD Br. 38). The short answer to the 
NASD’s contention is that the Committee of the Ac- 
count is not the type of committee referred to in 
Section 9.7(a)(1). That regulation in effect, states. 
that while a bank may function through its officers or 
a committee of the bank, the board of directors of a 
bank cannot avoid responsibility by acting through 
such officers or committees. But the Committee in 
question here is not an internal committee of the Bank. 
This is evident since the Committee is to be elected 
annually by shareholders (JA 27) and is responsible 
to them for the proper discharge of its respon- 
sibilities.“ 
CONCLUSION 


The Account is something entirely new and differ- 
ent from the security affiliates of banks which were a 
source of Congressional concern in 1940. Because: 
investment media such as the Account were not fore- 
seen by Congress in 1940, certain exemptions from 
the Act were necessary in order to permit it to operate 
in conformity with applicable provisions of law; 
the Commission granted those exemptions and no 
others. Since the Commission could, and did, find 
that the Account could be operated in conformity 
with all of the purposes and policies of the Act, the 
Commission was not required, by withholding appro- 

«5 Cf. Brown v. Bullock, supra, at n. 43. Only initially— 
until the first annual meeting of shareholders—is the Account 
exempted from Section 16(2) of the Act which requires that. 
members of the Committee ‘be elected annually by the partici- 
pants in the Account (JA 8, 11, 72). The Commission normally 
grants such an exemption to newly formed investment com- 
panies to permit them to operate until the first annual share- 
holders’ meeting (JA 68). 
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priate exemptions, in effect, to deny the Account the 
right to exist and to serve those investors who wish 
to participate in it. 
For the foregoing reasons the Commission’s orders 
should be affirmed. 
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Questions Presented 


First National City Bank, intervenor herein, respect- 
fully submits that the questions presented are: 


1. Whether this Court should dismiss a petition for 
review of orders of the Securities and Exchange Com- 
mission exempting a bank collective investment fund 
(which charges no sales load) from certain provisions 
of the Investment Company Act of 1940, where petitioner 
is an association of brokers and dealers who have made 
no showing of direct injury resulting from such orders 
and whose only interest, if any, is in the protection of 
commissions derived from the sale of mutual fund shares. 


2. Whether the Commission acted within the scope of 
its discretionary authority under Section 6(¢) of the 
Investment Company Act of 1940 in exempting a bank 
collective investment fund from certain provisions of 
Section 10 of that Act, where the only effect was to 
reduce from three (a majority) to two (40%) the number 


of directors of the fund required to be unaffiliated with 
the bank. 


3. Whether, in the absence of any showing to the 
contrary, the Commission was entitled to assume that the 
directors of the bank collective investment fund would 
discharge the directorial responsibilities contemplated by 
the Investment Company Act of 1940. 
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I. The NASD lacks standing to seek review of 
the Commission’s orders 


II. The exemptions from Section 10 of the Act 
were properly granted by the Commission .... 


A. The scope of the contested exemptions 
is narrow 


B. The power given the Commission by 
Section 6(c) to grant exemptions from 
the Act is more than broad enough to 
cover the Bank’s exemptions 


The Commission’s action in exempting 
the Commingled Account from Section 
10(c) was consistent with the statutory 
standards governing the exercise of the 
Commission’s exemptive power 


1. Section 10(c) was directed at abuses 
associated with closed-end investment 
companies totally unlike the Com- 
mingled Account 


. The Commingled Account is a type 
of investment company which was un- 
known in 1940, and it is a reasonable 
assumption that, had the Commingled 
Account been known, it would have 
been completely exempted from the 
Act as are the common trust funds 
which it so closely resembles 


3. The potential conflicts of interest 
which have been attributed to bank- 
sponsored collective investment funds 
are adequately regulated in the case 
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D. The exemptions from Section 10(b) of 
the Act were also properly granted 

E. The Commission has acted in the public 
interest and consistently with the protec- 
tion of investors and the purposes of the 

Act; its orders should be affirmed 

III. The Commission properly assumed that the 
Committee members will discharge the di- 
rectorial responsibilities contemplated by the 
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COUNTER-STATEMENT OF THE CASE 


In this proceeding the National Association of Secu- 
rities Dealers, Inc. (the “NASD”) is attempting to obtain 
review by this Court of certain orders issued by the Secu- 
rities and Exchange Commission (the “Commission”) 
under the Investment Company Act of 1940 (the “Act” 
or “1940 Act’).? 

The proceeding below was initiated by First National 
City Bank (the “Bank”), intervenor herein,* by the filing 
of an application (JA 2) with the Commission pursuant 
to Section 6(c¢) of the Act*® requesting certain exemptions 

1. Act of Aug. 22, 1940, 54 Stat. 789, as amended, U.S.C.A., 
Title 15, §§80a-1 to 80-52. 
< ote Intervention was permitted by this Court’s order filed June 3, 


3. 54 Stat. 802, U.S.C.A., Title 15, §80a-6(c). 


2 


from the Act in connection with a proposed collective 
investment fund for managing agency accounts. This 
fund is known as the Commingled Investment Account of 
First National City Bank (the “Commingled Account”). 
In the banking industry, the term “managing agency 
account” is used to describe a fiduciary account where 
a bank provides safekeeping for the customer’s funds 
and securities and manages the investments in the 
account pursuant to 2 power of attorney giving the bank 
broad investment discretion. Only those national banks 
which are authorized to exercise trust and other fiduciary 
powers (as is the Bank) may act as managing agent.* 
First National City Bank has offered this type of invest- 
ment advisory service for many years. Such agency ac- 
counts can be accepted for management on an individual 
basis, however, only when the customer’s investment funds 
are substantial; otherwise, the minimum fee which the 
Bank must charge to cover its administrative costs be- 
comes excessive in relation to the amount invested. As a 
result, the Bank has frequently had to turn away cus- 
tomers with smaller amounts who have wished to make use 
of the Bank’s investment advisory services.® 
So 
4, See Opinion of the Comptroller of the Currency, set forth in 
the Comptroller’s Manual for Representatives in Trusts at D-1 
(revised Aug. 23, 1965) [hereinafter cited as Comptroller’s Manual]. 
5. The problem of the administrative expense involved in holding 
securities, collecting and disbursing dividends, making purchases and 
sales and assuming responsibility for investment supervision on an 
individual basis is, of course, faced by banks in connection with the 
administration of smaller trusts and estates. But in this area banks 
have for many years been allowed to commingle the funds of such 
trusts and estates in common trust funds in order to obtain the result- 
ing economies of collective investment. At the end of 1964, 425 banks 
and trust companies operated 800 common trust funds having assets 
of almost $6 billion. Silverberg, Growth and Performance of Common 
Trust Funds in 1964, 2 Nari Banxine Rev. 363 (1965). Such 


common trust funds are exempted from the Act by Section 3(c) (3), 
54 Stat. 798, U-S.C.A., Title 15, §80a-3(c) (3). 
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In April 1963, the Comptroller of the Currency revised 
Regulation 9,° which governs the exercise by national 
banks of their fiduciary powers, to permit for the first 
time the pooling of managing agency accounts for invest- 
ment purposes in a collective investment fund? The 
revision of Regulation 9 cleared the way for the Bank 
to develop its proposal for the Commingled Account. 
The Bank was aware, however, through public state- 
ments by members of the Commission® and through con- 
sultation with the Commission’s staff, that the Commission 
would take the position that the Commingled Account 
would have to register under the Act as an investment 
company and that any interests in the Commingled 
Account would have to be registered as “securities” 
under the Securities Act of 1933.2 Accordingly, the Bank 
proposed a collective investment fund for managing 
agency accounts established under the Comptroller’s Regu- 
lation 9 and conforming also to the laws administered by 
the Commission. 

The Commingled Account works this way: A customer 
of the Bank who wishes to give the Bank custody and in- 
vestment discretion with respect to his funds ($10,000 or 
more) turns them over to the Bank pursuant to a broad 


6. 12 C.F.R. §9 (Supp. 1966). 

7. The authority to grant fiduciary powers to national banks and 
to issue regulations governing the exercise of such powers was trans- 
ferred from the Federal Reserve Board to the Comptroller of the 
Currency by the Act of Sept. 28, 1962, Section 1, 76 Stat. 668, 
U.S.C.A., Title 12, §92a. 

8. See, e.g., Hearing on Common Trust Funds—Overlapping 
Responsibility and Conflict in Regulation Before a Subcommittee of 
the House Committee on Government Operations, 88th Cong., lst 
Sess. 9 (1963) [hereinafter cited as Government Operations Hear- 
ing]. 

9. Act of May 27, 1933, 48 Stat. 74, as amended, U.S.C.A., Title 
15, §§77a-77aa. 
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authorization making the Bank the customer’s managing 
agent. There is thus created at the outset a true fiduciary 
relationship of principal and agent between each customer 
and the Bank.® The authorization includes specific author- 
ity for the Bank to invest the customer’s funds, together 
with the funds of other customers who have given the 
same authorization, through the Commingled Account 
(JA 15). If the Bank is satisfied that the investment 
policy of the Commingled Account is suitable to the cus- 
tomer’s needs, the Bank accepts the customer’s account 
and, as his agent, adds his funds to the Commingled 
Account on one of the specified valuation dates (JA 21). 
The customer’s interest in the Commingled Account is 
expressed in terms of units of participation redeem- 
able at any time at net asset value and each having 
one vote (JA 17, 18, 21, 26). Units of participation are 
transferable only to persons who have validly appointed 
the Bank as managing agent (JA 18), and, because of the 
underlying agency relationship, the interest of a par- 
ticipating customer (or “participant”) terminates upon 
death or incompetency (JA 22). No broker or dealer is 
engaged to underwrite or distribute participations, and no 
sales load or redemption charge is imposed (JA 21). 
The operation of the Commingled Account is subject to 
the supervision of a Committee initially appointed by the 
10. See RESTATEMENT (SECOND), AGENCY §13, comment a 
(1958) : 
“The agreement to act on behalf of the principal causes the 
agent to be a fiduciary, that is, a person having a duty, created 


by his undertaking, to act primarily for the benefit of another 
in matters connected with his undertaking.” 
See also id. §425, comment a: 

“The duties of an agent who has authority to make and to 
manage investments are similar to those of the trustee of a formal 
trust, except in so far as they are affected by the fact that the 
principal has control and may modify or determine the: invest- 
ments at any time.” 
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Bank but thereafter elected annually by the participants 
(JA 3, 15, 27). As originally proposed, at least one mem- 
ber of the Committee would at all times be a person not 
affiliated with the Bank, while the others would be officers 
in the Bank’s Trust and Investment Division (JA 4, 55). 

The formulation and implementation of an investment 
program consistent with the investment policy of the 
Commingled Account is carried out by the Bank as invest- 
ment adviser pursuant to a management agreement, which 
is subject to the approval of the participants at their first 
annual meeting and is renewable only if approved annually 
by the Committee (including a majority of the unaffiliated 
members) or the participants (JA 15, 24-25, 29-35). Pursu- 
ant to the management agreement, the Bank also provides 
custody for the portfolio securities of the Commingled 
Account and furnishes the administrative and clerical ser- 
vices necessary for its operation (JA 24-25, 30-31). For 
all of these services, the Bank receives a fee equal, on 
an annual basis, to 4% of 1% of the average net asset value 
of the Commingled Account (JA 25, 34).7 

On May 10, 1965, the Comptroller of the Currency 
specifically approved the proposal for the Commingled 
Account (JA 47) pursuant to Section 9.18(c)(5) of Regu- 
lation 9.% Thereafter, the Bank, on August 24, 1965, 

11. In addition to acting as custodian without additional charge, 
the Bank also absorbs the costs of transferring participations, dis- 
bursing dividends and printing and distributing the reports to the 
participants required by regulatory authorities. In the case of mutual 
funds these expenses are usually excluded from management fees and 
paid by the funds themselves. See Wharton School of Finance and 
Commerce, A Study of Mutual Funds, H. R. Rev. No. 2274, 87th 
Sen) 2d Sess. 67 (1962) [hereinafter cited as Wharton School 


12. 12 C.F.R. §9.18(c)(5) (Supp. 1966). A national bank may 
establish a collective investment fund without the Comptroller’s ap- 
roval if the fund takes one of the forms specified in Section 
.18(a) of Regulation 9, 12 C.F.R. §9.18(a) (Supp. 1966). Be- 
cause the Commingled Account took a somewhat different form, the 
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filed with the Commission an application (JA 2) for an 
order exempting the Commingled Account from certain 
provisions of the Act, including Sections 10(b) (3), 10(c) 
and 10(d)(2).* These particular exemptions were neces- 
sitated by the proposal that no more than one of the 
members of the Committee be required to be unaffiliated 
with the Bank. 

On September 2, 1965, the Commission issued its notice 
of the filing of the Bank’s application and gave “any 
interested person” an opportunity, until September 20, 
to submit a request in writing for a hearing on the matter 
(JA 36, 41). Belatedly, on October 1, the NASD filed 
such a request.‘ Later, the NASD informed the Com- 
mission that it sought only an opportunity to file a brief 
and be heard in support of its position; it stated that 
it was not seeking an evidentiary hearing The Com- 
mission permitted the NASD to participate to the extent 
requested, but expressly declined to pass on the question, 
urged by the Bank, that the NASD and other objectors 
tl pager to eS 
specific approval provided for in Section 9.18(c) (5) was requested. 
The Commingled Account will comply with each of the restrictive 
provisions of Section 9.18(b) of Regulation 9, 12 CFR. §9.18(b) 
(Supp. 1966), relating generally to collective investment funds, ex- 
cept in the few instances where compliance with the 1940 Act has 
made it difficult or impossible to conform to Regulation 9. The 
Commingled Account’s prospectus under the Securities Act of 
1933 also constitutes the plan of operation required by Section 
9.18(b) (1) of Regulation 9, 12 C.F-R. §9.18(b) (1) (Supp. 1966); 
In connection with the Comptroller’s approval, the Bank represented 
that there would be restrictions on advertising the Commingled Ac- 


count and the manner in which participation would be made available. 
See JA 48. 


13. 54 Stat. 806, 807, U.S.C.A., Title 15, §$§80a-10(b) (3), -10(c), 
-10(d) (2). 

14. See Request for Hearing on Behalf of NASD, included in the 
record as Document No. 6. 


15. See letter dated October 11, 1965 from counsel for NASD 
to the Commission, included in the record as Document No. 11. 
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were without standing to request a hearing or to par- 
ticipate therein (JA 43, 54 n.3). 

Briefs in support of the Bank’s application were filed 
by the Bank and the Commission’s Division of Corporate 
Regulation. Statements in support of the application 
were filed by the Comptroller of the Currency and the 
Federal Deposit Insurance Corporation. The NASD, the 
Investment Company Institute and the Association of 
Mutual Fund Plan Sponsors, Inc. filed briefs in opposition. 
Thereafter, the Commission heard oral argument. 

On March 9, 1966, as corrected March 14, 1966, the 
Commission issued its Findings and Opinion and Order 
(JA 52, 72, 73) granting the exemptions requested except 
that from Section 10(d)(2). In lieu of this exemption, 
the Commission granted an exemption from Section 
10(b)(2) of the Act.® The effect of the exemptions 
granted was to permit 60% (or 3 out of 5) of the members 
of the Committee for the Commingled Account to be 
officers of the Bank. On April 6, 1966, the Commission 
denied (JA 77) a petition for rehearing filed by the NASD 
(JA 75). On May 5, 1966, the NASD filed in this Court 
its petition for review of the Commission’s orders. 

The Commingled Account was registered with the Com- 
mission on April 20, 1966 as an open-end investment 
company pursuant to the provisions of the 1940 Act. 
The Commingled Account has been in operation since 
June 1966, when the Commission declared effective the 
Commingled Account’s registration statement filed pur- 
suant to the Securities Act of 1933.27 

16. 54 Stat. 806, U.S.C.A., Title 15, §80a-10(b) (2). The grant- 


ing of the exemption requested under Section 10(d) (2) would have 
automatically exempted the Bank from Section 10(b) (2). 


17. These facts, although not a part of the record, are included 
for the Court’s information. 


SUMMARY OF ARGUMENT 


The Securities and Exchange Commission has, pursuant 
to Section 6(c) of the Investment Company Act of 1940, 
granted the Commingled Investment Account of First 
National City Bank exemptions from portions of Section 
10 of the Act. The National Association of Securities 
Dealers, Inc. seeks judicial review of the Commission’s 
orders, contending that the Commission exceeded its 
authority under Section 6(c).*® 

The contested exemptions are of limited scope. They 
relate only to the composition of the Committee for the 
Commingled Account, which stands in the same relation to 
the Commingled Account for purposes of the statute as does 
a board of directors to an investment company that takes 
the corporate form. The effect of the exemptions is to 
permit three, instead of two, of the members of the five- 
man Committee to be affliated with the Bank. The 
Bank made no request for exemption from the registra- 
tion or reporting requirements of the Act, from the 
provisions prohibiting self-dealing or (except for certain 
temporary exemptions) from any of the other important 
investor protections of the statute. 

Section 6(c) gives the Commission a broad dispensing 
power to exempt any person from any provision of the Act 
if the Commission finds, as it has here, that the exemption 
is necessary Or appropriate in the public interest and con- 
sistent with the protection of investors and the purposes 


———— 

18. Section 43(a) of the Act provides that only a “person or 
party aggrieved” by orders of the Commission may obtain judicial 
review of such orders. Since the orders here affect no right of the 
NASD or its members which is protected by the Act, and since 
neither the NASD nor its members will sustain direct and immediate 
injury, or indeed any injury, as 2 result of such orders, the NASD 
lacks standing to sue and the petition should be dismissed. 
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of the Act. The NASD refuses to recognize the breadth 
of this power. It asserts that Section 10(c) contains an 
“inexorable prohibition” against officers and directors of 
any one bank constituting a majority of the directors of 
an investment company. The Commission may not, the 
NASD argues, grant an exemption from Section 10(c) 
because to do so would be inconsistent with the purposes 
of the Act (as expressed in Section 10(c)) and therefore 
not within the standards of Section 6(c). To accept this 
line of argument would be to read Section 6(¢) out of the 
Act, because the existence of a prohibition in the Act, 
which in every case under Section 6(c) is the very reason 
why exemption is necessary, would then also be the 
very reason for denying the exemption. Section 6(c) 
contains no qualification or limitation, express or implied, 
as to the sections of the Act from which exemption 
may be granted, and there is no basis for arguing 
that the Commission lacks the power to grant an exemp- 
tion from Section 10(c). 

The Commission has the power to exempt the Com- 
mingled Account from Section 10(¢), and it has appropri- 
ately exercised that power here in accordance with the 
tests which the Commission has long applied in granting 
exemptions pursuant to Section 6(c). First, the legisla- 
tive history of Section 10(c), which the NASD misreads, 
shows that the section was included in the Act as the 
result of experience with closed-end investment companies 
organized by banks and bank security affiliates in the 
1920’s. The Commingled Account bears no resemblance 
to these earlier investment companies and is completely 
insulated by banking regulation and the Act from the 
abuses associated with such companies. 

Second, the Commingled Account is a form of invest- 
ment company not possible under banking regulations in 
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effect in 1940 and was therefore not known to the Com- 
mission and Congress when the Act was passed. The 
Commingled Account thus presents a classic case for the 
application of Section 6(c). It is moreover a reasonable 
assumption that had this type of investment company been 
operating in 1940, it would have been completely exempted 
from the Act, as were the bank-operated common trust 
funds which the Commingled Account so closely resembles. 

Finally, compliance by the Commingled Account with 
Section 10(¢) is not necessary to accomplish the Act’s 
objectives and policies. The participants in the Com- 
mingled Account will be adequately protected from any 
potential conflicts of interest which could arise as @ result 
of the Bank’s commercial banking activities by the detailed 
supervision and regulation of the banking authorities, by 
the duties and disabilities imposed upon fiduciaries by 
state law and by the full range of Commission regulation 
under both the Investment Company Act of 1940 and the 
Securities Act of 1933. 

The NASD contends, as another reason for reversal, that 
the Commission was obliged to find, and not merely 
“assume”, that the Committee for the Commingled Account 
would exercise the directorial duties and functions con- 
templated by the Act. Implicit in the Commission’s 
assumption is a conclusion, clearly supported by the record, 
that the Committee members would in fact be the directors 
of the Commingled Account. The Committee is elected by 
and responsible to the participants. Moreover, the Com- 
mingled Account’s constituent documents require the Com- 
mittee to exercise the functions assigned to directors by 
the Act, including the essential function of reviewing at 
least annually the management agreement with the Bank. 

Also implicit was the Commission’s conclusion that the 
banking laws and regulations would not preclude the 
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proper exercise by the Committee of its directorial duties 
and responsibilities under the Act. Because the Federal 
Reserve Board understood that the Bank would have 
“effective” control of the Commingled Account, it does 
not follow that the Committee and the participants do 
not have the ultimate control required by the Act. Nor 
was the Commission required to be guided by the Board’s 
characterization of the Bank and the Commingled <Ac- 
count as a “single entity”, since the Board was resolving 
a different question under a different statute having a 
different purpose. Moreover, both the Federal Reserve 
Board and the Comptroller, in ruling favorably upon the 
proposal for the Commingled Account, specifically recog- 
nized that supervision of the Commingled Account would 
be in the hands of a Committee elected by the partici- 
pants and that the tenure of the Bank as investment 
adviser would be at the mercy of the Committee and the 
participants. They understood this would be required by 
the Investment Company Act. 


ARGUMENT 
1 
The NASD lacks standing to seek review of the 


Commission’s orders. 


On August 26, 1966, the Bank filed in this Court its 
motion to dismiss the instant petition on the ground that 
the NASD is not a “person or party aggrieved” by the 
Commission’s orders and thus lacks standing under Sec- 
tion 43(a) of the Act to seek judicial review. The Bank 
respectfully refers this Court to the motion to dismiss and 
the Bank’s reply to the NASD’s answer to the motion 
for the Bank’s argument on this point. 


19. 54 Stat. 844, as amended, U.S.C.A. Title 15, §80a-42(a). 
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Il. 


The exemptions from Section 10 of the Act were 
properly granted by the Commission. 


The NASD asserts that the Commission has exceeded 
its discretionary authority under Section 6(c) of the Act 
by granting exemptions which are not consistent with the 
purposes fairly intended by the policy and provisions 
of the Act. In taking this position, the NASD disregards 
the limited extent of the exemptions which the Commis- 
sion has granted, misconstrues the scope and function of 
Section 6(c), misreads the legislative history of Section 
10(c) and therefore misunderstands the purpose of that 
section, and fails to accord proper significance to the 
other forms of regulation which the Commission’s orders 
have left intact. In the bargain, the NASD attacks the 
motives and good faith of the Commission. We will deal 
with each of these errors as we proceed to demonstrate 
that the Commission properly exercised its broad dis- 
eretionary powers under Section 6(c). 


A. The scope of the contested exemptions is narrow. 


The contested exemptions are from Sections 10(b) (2), 
10(b)(3) and 10(c) of the Act. Sections 10(b) (2) and 
10(b)(3) respectively provide that a majority of the 
directors of an investment company must be persons who 
are not affiliated with the principal underwriter of the 
investment company’s securities” or with any investment 
banker? And Section 10(c) provides that a majority of 


20. The Commission regards the Bank as the Commingled Ac- 
count’s statutory “principal underwriter”. 

21. An exemption was requested from this provision because the 
Bank might be deemed an “investment banker”, as defined in Section 
2(a) (20) of the Act, 54 Stat. 793, U.S.C.A., Title 15, §80a-2(a) (20), 
by reason of its participation in underwritings of U.S. Government 
and municipal obligations pursuant to the powers granted to national 
banks by paragraph Seventh of Section 5136 of the Revised Statutes, 
as amended, 48 Stat. 184 (1933), as amended, U.S.C.A., Title 12, 
§24 ({/Seventh). 
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the board may not be persons who are officers or directors 
of any one bank. These were the only exemptions of any 
significance requested by the Bank™ and they relate only 
to the composition of the Committee for the Commingled 
Account, which is the statutory equivalent of a board of 
directors.> The effect of the exemptions is to permit 
three, instead of two, of the members of a five-man Com- 
mittee to be affiliated with the Bank. 

No exemptions were requested from the registration and 
prospectus requirements of either the 1940 Act or the 
Securities Act of 1933, or from the requirements of the 
1940 Act with respect to furnishing the Commission and 
the participants with periodic reports. No exemptions 
were requested from the provisions of the Act relating to 
self-dealing. Indeed, the Bank agreed to a condition 
broadening the scope of one of them. See JA 65. No 
exemptions (other than the temporary exemptions referred 
to in note 22, supra) were requested from the require- 
ments that the participants elect the members of the 
Committee, approve (at least initially) the management 
agreement with the Bank, ratify the selection of the 
accountants for the Commingled Account and approve any 
changes in the fundamental policies of the Commingled 
Account. Nor were any exemptions requested from the 
requirements that the unaffiliated members of the Com- 

22. None of the other exemptions were opposed. Three were 
temporary exemptions from provisions which would have required 
participant action before the first scheduled annual meeting of 
participants. The other two related to custody of assets and bonding. 
See JA 67-68. 

23. Section 2(a)(12) of the Act, 54 Stat. 792, U.S.C.A., Title 
15, §80a-2(a) (12), defines the term “director” to mean “any director 
of a corporation or any person performing similar functions with re- 
spect to any organization, whether incorporated or unincorporated”. 

24. The Committee’s composition thus complies fully with Section 
10(a) of the Act, 54 Stat. 806, U.S.C.A., Title 15, §80a-10(a), which 


permits no more than 60% of the directors of an investment company 
to be persons affiliated with the investment adviser. 
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mittee approve the continuance of the management agree- 
ment (unless the participants themselves do so) and the 
selection of accountants. These and other important 
investor protections under the securities laws are afforded 
the participants in the Commingled Account. Additional 
protections not afforded investors in mutual funds are 
also present as the result of comprehensive regulations 
and visitation rights of the Comptroller of the Currency.” 


B. The power given the Commission by Section 6(c) 
to grant exemptions from the Act is more than 
broad enough to cover the Bank’s exemptions. 


Congress has granted the Commission “broad dispens- 
ing powers”* in connection with the administration of the 
1940 Act. Section 6(¢) provides that: 


“The Commission, * * * by order upon applica- 
tion, may conditionally or unconditionally exempt 
any person * * * from any provision or provisions 
of this title * * *, if and to the extent that such 
exemption is necessary or appropriate in the public 
interest and consistent with the protection of in- 
vestors and the purposes fairly intended by the 
policy and provisions of this title.” 


The breadth of the power granted by Section 6(¢c) is 
such that a former Chairman of the Commission testified 
before Congress in 1963 that he believed the Commission 
could wholly exempt a fund like the Commingled Account 
from the application of the 1940 Act? The Bank, of 


25. See Government Operations Hearing 42-45. 

26. SEC v. Variable Annuity Life Ins. Co. of America, 359 
US. 65, 92 (1959) (concurring opinion). See also aretzii, The 
Investment Company Act of 1940, 26 Wasu. U.L.Q. 03, 314 n.32 
(1941), where the author, who was intimately involved in the draft- 
ing of the Act, refers to Section 6(c) as “one of the most sweeping 
grants of power contained in the Act”. 

27. Government Operations Hearing 23 (statement of William 
L. Cary). 
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course, did not ask the Commission to exercise such 
plenary power. The only question here is whether the 
Commission acted properly in relaxing certain of the pro- 
visions of Section 10 of the Act to permit a majority of 
the Committee for the Commingled Account to be affiliated 
with the Bank. 

Section 6(¢c) is as much a part of the Investment Com- 
pany Act as Section 10. No regulatory provision of the 
Act establishes such a “rigid rule of conduct’””* that the 
Commission does not have the power to waive compliance 
with its terms, so long as the standards of Section 6(c) 
are properly applied. As the Commission has stated: 


“That Section, by its terms, authorizes us to ex- 
empt, with or without conditions, any person from 
‘any provision’ of the Act. It contains no qualifica- 
tions or limitations as to the sections of the Act 
from which exemption may be granted. We have 
consistently viewed Section 6(¢c) as empowering us 
to grant exemptions whenever, and to the extent 
that, the standards specified within that Section are 
satisfied.”** (Emphasis added.) 


Specifically, the Commission has for many years rejected 
arguments based on a literal reading of the provision 
from which an exemption is desired or on the purpose 
or policy which such a literal reading might seem to 


28. The quoted phrase is from United States v. Mississippi Valley 
Generating Co., 364 U.S. 520, 551 (1961), and is used by the NASD 
at p. 30 of its brief to describe the Congressional intent behind Section 
10(c) of the Act. The Mississippi Valley case involved a criminal 
statute making it an offense for anyone interested in the profits of 
a business entity to act as an agent of the United States for the trans- 
action of business with such entity. Neither that statute nor the 
Supreme Court’s characterization of it has any relevance here. 

29. Investors Mutual, Inc., SEC Investment Co. Act Release 
No. 3635, p. 3 (Feb. 15, 1963). 
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imply. To accept such arguments would deprive Sec- 
tion 6(c) of any effect. 

And yet it is precisely this type of argument which 
the NASD makes. By referring to “the flat and inexorable 
prohibition contained in Section 10(c)” (NASD brief, 
p- 17), the NASD tries to persuade this Court that nothing 
more is required than a literal reading of Section 10(¢).™ 
This approach ignores Section 6(c). If Congress had 
intended that no exemptions from Section 10(¢) be 
given, Congress would have said so. Over the years 
exemptions have been granted from the Act as a whole and 
from many of its individual sections, including portions of 
Section 1022 Nothing in Section 10(¢) indicates that it 


30. In its Findings and Opinion in the proceeding below, the 
Commission quoted (at JA 60) from its earlier decision in Transit 
Investment Corp., 28 S.E.C. 10, 17 n.20 (1948), where it was held 
that the 

“purposes fairly intended by the policy and provisions’ of the 
Act obviously means something more than a literal reading 
only of the provision from which an exception is desired. 
Otherwise, the existence of a provision prohibiting a trans- 
action, which in every cas¢ under Section 6(c) is the very 
reason why an application for exemption is necessary, would 
also be the very reason for denying the application, thus mak- 
ing it impossible to resort to Section 6(c) to exempt a trans- 
action from any provision of the Act.” 

31. The Supreme Court has said, “It is a familiar rule, that a 
thing may be within the letter of the statute and yet not within the 
statute, because not within its spirit, nor within the intention of its 
makers.” Church of the Holy Trinity v. United States, 143 U.S. 457, 
459 (1892) (statute prohibiting the importation of aliens under con- 
tract to perform labor or service of any kind held not applicable to a 
contract by a church with an alien minister). See also NLRB Vv. Fruit 
& Vegetable Packers & Warehousemen, Local 760, 377 U.S. 58, 72 
(1964) (statute prohibiting consumer picketing at secondary sites 
held not applicable to the type of consumer picketing involved, citing 
and quoting the Holy Trinity case). 

32. See Scudder, Stevens and 

from Section 10( 


10(a)) : Nati Series, SEC Investment Co. Act Release 
No. 4356 (Sept. 1 (exemption from Sections 10(a) and 
10(b) (2))- 
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is more sacrosanct than the other provisions of the Act. 
The argument (at p. 22 of the NASD brief) that Sec- 
tion 10(c) has remained inviolate for more than twenty- 
five years proves only that no exemption from the pro- 
vision had been requested prior to the Bank’s application; 
it does not prove that the Commission is without the 
power to grant such an exemption.™ 

The NASD also refers (at p. 22 & n.46 of its brief) to 
the recent statement by the Chairman of the Commission 
that 


“the proper way to resolve questions as to the 
application of the Investment Company Act to these 
[commingled managing agency] accounts, is to seek 
an accommodation which will preserve the essential 
protections of the Investment Company Act while 
at the same time reconciling this objective with the 
patterns and needs of bank regulation.” 


The NASD maintains that the Commission lacks power to 


effect such an accommodation, but it does not say why 
this is so. 


The Act itself was born in a spirit of accommodation 
or “compromise”, as the NASD recognizes. See NASD 
brief, p. 8 n.13. The Act contains many accommodations 
to types of companies and to practices which existed in 
1940. In fact, the grandfather clause contained in Section 
10(c) is an accommodation to existing bank-sponsored 


33. In June 1965, before the Bank’s application had been filed, 
the Chairman of the Commission testified before Congress that 
although Section 10(c) might restrict the operations of an investment 
company which was also a bank holding company, the Commission 
would have power to grant exemption from that provision if it found 
that such exemption met the standards of Section 6(c). Hearings on 
H.R. 7372 Before the Subcommittee on Domestic Finance of the 
House Committee on Banking and Currency and the House Commit- 
tee on Banking and Currency, 89th Cong., Ist Sess. 22 (1965). 

34. Hearings on S. 2704 Before a Subcommittee of the Senate 
Committee on Banking and Currency, 89th Cong., 2d Sess. 137 
(1966). 


18 


funds. Given its power under Section 6(c), surely the 
Commission has the power to work an accommodation in 
the administration of the Act that might well have been 
worked out in 1940 had bank commingled agency funds 
been in existence. 

The NASD would have this Court believe that in grant- 
ing the exemptions requested by the Bank the Commission 
ignored the standards and legislative history of Section 
6(c) and the Commission’s own earlier interpretations of 
the scope of the section. But in fact, it is the NASD which 
ignores the Commission’s careful delineation, in its Find- 
ings and Opinion, of its authority under Section 6(c) :*° 


35. The Commission has on other occasions accommodated the 
Act to banking or insurance regulation when in its view the accom- 
modation could be made without loss of essential investor protections. 
For example, in Savings Bank Investment Fund, 24 S.E.C. 531 
(1946), the Commission granted an investment company extensive 
exemptions from the Act. One of the arguments which the Com- 
mission found persuasive was that “the supervisory powers of the 
State Commissioner of Banks will assure to the investor-banks sufh- 
cient safeguards to justify the exemptions requested.” 24 S.E.C. at 
537. See also Institutional Investors Mutual Fund, Inc., 35 S.E.C. 
72 (1953). Similarly, in Variable Annuity Life Ins. Co. of America, 
39 S.E.C. 680 (1960), the Commission granted exemptions from 
various provisions of the Act, to a registered investment company 
issuing variable annuity and life insurance contracts, partly on the 
basis of supervision of the company by insurance authorities. 

36. The NASD cites only three cases in the section of its brief 
(pp. 30-33) dealing with Section 6(c). Two of these, Variable 
Annuity Life Ins. Co. of ‘America, 39 S.E.C. 680 (1960), and Pru- 
dential Ins. Co. of America, SEC Investment Co. Act Release No. 
3620 (Jan. 22, 1963), aff'd, 326 F.2d 383 (3d Cir.), cert. denied, 
377 U.S. 953 (1964), were cited by the Commission in discussing its 
powers under Section 6(c). In the Valic case, the Commission in fact 
granted seven out of ten requested exemptions. In the Prudential 
case, the exemptions requested were much more extensive than those 
requested by the Bank and the Commission found that to grant 
them would be the equivalent of a total exemption from the Act. 
SEC Investment Co. Act Release No. 3620, p. 15. The third case, 
‘American Trucking Ass'n v. United States, I.C.C., 364 U.S. 1 (1960) 
is completely inapposite. There, the Supreme Court directed that a 
motor carrier permit case be remanded to the Interstate Commerce 
Commission because the ICC had failed to follow standards established 
in its own prior decisions and approved by the Supreme Court. That 
is not the case here. 
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“We have held that the propriety of granting an 
exemption pursuant to Section 6(c) of the Act 
‘largely depends upon the purposes of the section 
from which an exemption is requested, the evils 
against which it is directed, and the end which it 
seeks to accomplish.’ Section 6(c) was put into the 
Act for the purpose, among others, of permitting 
the exemption of persons ‘ “who are not within the 
intent of the proposed legislation * * *” [citing Sen. 
Rep. No. 1775 (76th Cong., 3rd Sess.) at p. 13] 
even though such persons come within the scope of 
the Act by virtue of its specific provisions * * * 
This was to take care of special situations that 
might have been overlooked or that could not be 
foreseen at the time the legislation was drafted.’ 
In such situations the showing required in order to 
meet the public interest and related standards set 
forth in Section 6(¢) is that the compliance from 
which exemption is sought is not necessary to ac- 
complish the Act’s objectives and policies.” JA 59- 
60. (Footnotes omitted; bracketed material in 
original.) 


We submit that this is an accurate statement of the scope 
of Section 6(¢) and that the Commission properly applied 
these standards to the Bank’s exemption application. 


C. The Commission’s action in exempting the Com- 
mingled Account from Section 10(c) was con- 
sistent with the statutory standards governing the 
exercise of the Commission’s exemptive power. 

The Bank’s application for exemption from Section 

10(c) meets all the tests which the Commission has long 

applied in granting exemptions pursuant to Section 6(c). 

First, the evils against which Section 10(c) was directed 

have no relevancy to the Commingled Account. Second, 

the Commingled Account is not within the intent of that 
section and constitutes a special situation that was not 
foreseen in 1940. Finally, compliance by the Commingled 
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Account with Section 10(c) is not necessary to accomplish 
the Act’s objectives and policies. 


1. Section 10(c) was directed at abuses as- 
sociated with closed-end investment com- 
panies totally unlike the Commingled 
Account. 

The nature of the evils at which Section 10(¢) was 
directed can be derived from the legislative history. The 
picture which the NASD presents of the 1940 Senate and 
House hearings” on the bills which led to the 1940 Act 
is distorted. And the NASD never takes the trouble to 
analyze the specific nature of the bank-sponsored invest- 
ment companies that were mentioned or to ask whether 
the abuses disclosed at that time are relevant to the 
Commingled Account. 

The NASD’s assertion that Section 10(¢) was “carefully 
considered and hammered out” in the course of the Con- 
gressional hearings (NASD brief, p. 17) is simply not 
borne out by the legislative history. The real “hammer- 
ing out” of the Investment Company Act was not done by 
Congress and it was not done at the legislative hearings. 
The Act was hammered out by the Commission and its 
staff working with representatives of the industry in 
order to arrive at 2 compromise bill acceptable to both 
groups. The fact that Section 10(c) ended up as it 
began shows how little, if any, attention it received at 
this crucial stage. 

The original bill was drafted by the Commission. Sec- 
tion 10(a)(1) of the pill® provided that the majority of 


37. Hearings on S. 3580 Before a Subcommittee of the Senate 


Committee on Banking and Currency, 76th Cong., 3d Sess. (1940) 
[hereinafter cited as ‘Senate Hearings]: Hearings on H.R. 10065 
Before a Subcommittee of the House Committee on Interstate and 
Foreign Commerce, 76th Cong., 3d Sess. (1940) [hereinafter cited 
as House Hearings]. 

38. §, 3580 and H.R. 8935, 76th Cong., 3d Sess. (1940). 

39. The text of Section 10 of S. 3580 is set forth at Senate Hear- 


ings 8-9. 
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the board of directors of an investment company could not 
consist of members affiliated with any one company. The 
restriction was not limited to banks. At the same time, 
Section 10(b)(2) of the bill permitted existing interlocks 
with banks to continue notwithstanding subsection (a). 
In combined effect, these two provisions were essentially 
the same as Section 10(c) of the Act as it is today. 

The bill was first considered by Congress at the Senate 
hearings. Commissioner Healy and members of the staff 
outlined the bill for seven days.*® The presentation with 
respect to Section 10* contained references to investment 
companies connected with commercial banks and invest- 
ment banking firms, and the types of abuses described 
were essentially the same in both cases. Section 10(a) 
of the bill was mentioned only briefly; the example used 
to illustrate the purpose of the provision did not involve 
a bank.*? Section 10(b)(2) was not mentioned at all. 

Representatives of the industry were then heard. They 
objected to many provisions of the bill, and also presented 
their views as to the proper scope of investment company 
regulation.“ Although Section 10 of the bill was dis- 
cussed extensively by the industry representatives, little 
attention was paid to the provisions dealing with com- 
mercial banks. Only two industry representatives com- 
mented directly on Sections 10(a)(1) and 10(b)(2) of the 
bill, and their comments are not particularly enlightening. 


40. Id. at 32-323. 

41. Id. at 207-23. 

42. Id. at 214-15. 

43. Id. at 325-764. 

44. See, e.g., id. at 329, 411-21, 457-58, 476-77, 485, 493-94, 510- 
11, 542-44, 557-59, 572-79, 643-46, 651-59, 702-09. 

45. One witness referred to the grandfather clause in Section 
10(b) (2) of the bill as “a most illogical exception to an illogical rule.” 
Id, at 644. The other, chief spokesman for the open-end funds, said 
that he did “not recall that any evidence has been offered as to any 
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At the conclusion of the industry statements, the Com- 
mission gave further testimony before the Senate Sub- 
committee.“* The only significant reference during this 
part of the hearings to Sections 10(a)(1) and 10(b) (2) 
of the bill as applied to banks was made by David 
Schenker, the Commission’s Chief Counsel for its Invest- 
ment Trust Study, in rebuttal to the industry statements 
referred to above. Mr. Schenker rejected the arguments 
that the grandfather clause in Section 10(b)(2) of the 
bill evidenced a lack of concern with bank-sponsored 
investment companies. He indicated that, although the 
“interlocking relationship between investment companies 
and banks was a very unhealthy relationship, both from 
the point of view of the bank and from the point of 
view of the investment trust”, there were only “one or 
two such situations which are still left” and the status 
quo was not being disturbed “because of the delicate rela- 
tionship between banks and investment companies”.“” 

When the Senate hearings were about to conclude, an 
industry spokesman presented proposals for the frame- 
work of an investment company bill that would be accept- 
able to the industry.“* Thereafter, the Commission and 
industry representatives worked together to draft a 
abuse arising out of this Situation.” He also thought that the inclu- 


sion of the grandfather clause indicated that “the drafters of this bill 
were not much concerned about this possible conflict”. Id. at 659. 

One other industry representative spoke briefly about Section 10 
(d)(2) of the bill, which related to service by a bank director or 
officer as an “investment officer or manager” of an investment com- 
pany (and not, as the witness seemed to believe, as a director). Id. 
at 573. He passed over Section 10(b) by saying that it telated to 
“a special and limited type of situation with which we are not con- 
cerned.” Id. at 572. 

46. Id. at 783-1051. 

47. Id. at 885-86. 

48. Id. at 1052-59. 
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memorandum summarizing the principles of a com- 
promise bill.*° That memorandum proposed a complete 
substitute for Section 10 as originally introduced, but 
made no reference whatever to the provisions which are 
now found in Section 10(c) of the Act.°° When the revised 
bill™ was drafted, Section 10(c) was included in the form 
in which we know it today. As already pointed out, there 
was no substantive change in the provisions of Sections 
10(a)(1) and 10(b)(2) of the original bill as applied 
to banks. 

Only one inference is possible from this history: 
although many of the provisions of the Investment Com- 
pany Act are the result of careful hammering out, Section 
10(c) is not.*? Even David Schenker, in summarizing the 
revised bill to the Senate Subcommittee, did not bother to 
refer to Section 10(c), although he spelled out in some 
detail the changes which had been made in Section 10 
and specifically noted the new provisions relating to affilia- 
tions with investment advisers, brokers, investment 
bankers and principal underwriters.™ 


49, See House Hearings 62-63, 96-100. 

50. Id. at 97. 

51. S. 4180 and H.R. 10065, 76th Cong., 3d Sess. (1940). 

52. If Section 10(c) is as “precise and unambiguous” as the 
NASD claims at p. 12 of its brief, then it follows that the section 
permits a majority of the board of an investment company to be com- 
posed of employees (other than officers and directors) of a bank, since 
a board composed of “employees” of one bank is not specifically pro- 
hibited by the section. An investment company having a majority of 
its board made up of employees of a bank would seem to be more 
completely bank dominated than an investment company having a 
majority of its board composed of directors of a bank (other than em- 
ployees). Such bank directors might be quite independent of the 
bank in comparison with persons employed by it. This being the case, 
the section can hardly be described both as “precise and unambiguous” 
and as designed to outlaw an investment company which is an arm 
or department of a bank (NASD brief, p. 19). 

53. See Senate Hearings 1113. 


2% 


The only statement in the course of the hearings which 
sheds much light on Section 10(c) is the statement made 
by David Schenker during the House hearings after the 
compromise bill had been worked out with the industry: 


“Subsection (c) [of Section 10] * * * was inserted 
not only on the basis of our study, but after con- 
ferences with the Federal Reserve Board. There 
were very undesirable consequences flowing from 
interlocking directorships or interlocking relation- 
ships between commercial banks and investment 
companies. Some of the worst examples of abuses 
we had in the whole study arose out of that rela- 
tionship and the Federal Reserve Board, as avell as 
ourselves, felt that in the future, there should not 
be that close relationship. The adversities of the 
investment trust may have harmful effects on the 
bank such as runs on the bank. They are so inti- 
mately tied up. 

“Subsection (c¢) provides that hereafter the 
majority of the board of directors of an investment 
company cannot consist of directors of any, one 
bank: but we permit, in order not to disturb the 
status quo, the present relationships to continue.”™ 


This statement makes clear that one of the purposes of the 
provision was to protect banks, an aim which is unrelated 
to the policy and purposes set forth in Section 1(b) of 
the Act2® It is not for the Commission to concern itself 
with that aspect of Section 10(c), particularly where, as 
here, the Federal Reserve Board has already ruled that 
Section 32 of the Banking Act of 1933°* will not be vio- 
lated by service of Bank officers on the Committee for the 
Commingled Account.” 


34. House Hearings 110-11. 

55. 54 Stat. 790, US.C.A., Title 15, §80a-1 (b). 

56. Act of June 16, 1933, 48 Stat. 194, as amended, 49 Stat. 709 
(1935), US.CA., Title 12, §78. 

57. 12 CFR. §218.111 (Supp. 1966). 
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The other purpose of Section 10(c) was, of course, to 
protect against the abuses disclosed in the Commission’s 
study of investment trusts and investment companies 
which had preceded the drafting of legislation.® The 
study showed that, during the 1920’s, many banks organ- 
ized security affiliates which had identity of ownership 
and management with the banks, but which were sepa- 
rately incorporated under state law and were therefore 
able, unlike the banks, to engage freely in the investment 
banking business. Some of the investment companies 
organized during this period as affiliates of banks were 
essentially security affiliates, primarily engaged in long- 
term capital financing, underwriting and other investment 
banking operations, but also engaged in some investment 
company activities such as buying and selling securities 
for investment or speculative purposes. In other cases, 
the security affiliates evolved into, or sponsored, invest- 
ment companies.” All of the 21 “management investment 
companies proper” which at the end of 1929 had been 
sponsored by commercial banks and trust companies or 
bank affiliates (presumably security affiliates engaged in 
investment banking) were of the closed-end type.” 

58. The results of this comprehensive study were embodied in the 
Commission’s Report on Investment Trusts and Investment Com- 
panies, in five parts. Reference will be made to the first three: 
(1) The Nature, Classification, and Origins of Investment Trusts and 
Investment Companies, H.R. Doc. No. 707, 75th Cong., 3d Sess. 
(1938) [hereinafter cited as First Report]; (II) Statistical Survey 
of Investment Trusts and Investment Companies, H.R. Doc. No. 70, 
76th Cong., Ist Sess. (1939) [hereinafter cited as Second Report] ; 
(III) Abuses and Deficiencies in the Organization and Operation of 
Investment Trusts and Investment Companies, cc. 1-6, H.R. Doc. 
No. 279, 76th Cong., Ist Sess. (1939-1940), c. 7, H.R. Doc. No. 136, 
77th Cong., Ist Sess. (1941) [hereinafter cited as Third Report]. 
The Commission also published six supplemental reports on special 
subjects, including one entitled Report on Commingled or Common 
Trust Funds Administered by Banks and Trust Companies, H.R. 
Doc. No. 476, 76th Cong., 2d Sess. (1939) [hereinafter cited as 
Common Trust Fund Report). 

59. First Report 38, 93-95. 

60. Second Report 57, 124. 
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The abuses and deficiencies in the organization and 
operation of investment companies affiliated with banks 
were substantially the same as those disclosed with 
respect to many closed-end investment companies spon- 
sored by investment bankers." In a typical case, the 
security affiliate retained control of the investment com- 
pany through a relatively small investment in its voting 
stock. The security affiliate also headed the selling syn- 
dicate which profited from underwriting the initial public 
offering of investment company shares and borrowed 
from the investment company itself part of the funds 
needed to pay for the shares it was offering to the 
public. Thereafter, the investment company was used to 
support the market for the bank’s capital stock and to 
purchase other securities in which the sponsors had a 
pecuniary interest. including securities of doubtful 
value. 

These then were the abuses at which Section 10(c) was 
directed: loans of investment company funds to the spon- 
sors, purchases of bank stock and use of the investment 
company to absorb securities in which the sponsors had an 
interest. These details are practically ignored by the 
NASD. Presumably the NASD recognizes that the Com- 


61. Compare Third Report, c. 2, at 115-81, with id., c. 7, at 
2486-87. Most investment companies sponsored by investment 
bankers in the late 1920’s were of the closed-end type. See Second 
Report 57, 124. Closed-end companies have less need for a portfolio 
of marketable securities than open-end companies because shareholders 


in closed-end companies have no right of redemption. See First 
Report 26-27. The sponsors were thus able to place non-marketable 
security issues in the portfolio of the investment company and then 
make an offer to the public of the more salable shares of the invest- 
ment company. The liquid resources of the investment company 
could also be utilized to make loans to. and to acquire securities 
underwritten by, the sponsor, or to take over blocks of securities in 
which the capital of such sponsor might have become too heavily 
involved. See First Report 76-77. 
62. See Third Report. c. 2, at 115-42. 
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mingled Account is not comparable to the bank-affiliated 
investment companies studied by the Commission in the 
1930’s. Many of these earlier companies were formed 
to avoid banking regulation.“ The Commingled Account, 
on the other hand, conforms to and is responsive to 
banking regulation. And the Commingled Account is 
completely insulated from the abuses associated with 
such companies by banking regulation and the Act.“ 


2. The Commingled Account is a type of in- 
vestment company which was unknown in 
1940, and it is a reasonable assumption 
that, had the Commingled Account been 
known, it would have been completely ex- 
empted from the Act as are the common 
trust funds which it so closely resembles. 


Exemptions pursuant to Section 6(c) are regarded as 
particularly appropriate where the company seeking ex- 
emption is of a type not known to Congress or the 


63. See Hearings Pursuant to S. Res. 71 Before a Subcommittee 
of the Senate Committee on Banking and Currency, 71st Cong., 3d 
Sess. 1052 (1931). To the extent that a bank security affiliate oper- 
ated as an investment company, it did so, of course, in order to carry 
on for the account of the bank’s stockholders (who were also the affili- 
ate’s stockholders) a business in which the bank itself could not engage 
directly, #.¢., the making of an investment profit from holdings in 
stocks and speculative securities. In contrast to such an investment 
company, the Commingled Account is formed as a service, and a 
fiduciary service at that, to the Bank’s customers, and only they will 
derive any investment profit from Commingled Account transactions. 

64. See, e.g., draft prospectus for the Commingled Account 
(“funds in the Commingled Account will not be lent to others”), JA 
16; draft management agreement (“in connection with purchases or 
sales of securities for the Commingled Account, neither the Bank 
nor any of its directors, officers or employees will act as a principal 
or agent or receive any commissions”), JA 34; Section 9.12 of Regu- 
lation 9 of the Comptroller of the Currency, 12 C.F.R. §9.12 (Supp. 
1966) ; Sections 8(b) (1) (G), 10(£), 12(d) (3), 17(a), 17(d), 21 of 
the Act, 15 Stat, 804, 807, 809, 815, 816, 822, U.S.C.A., Title 15, 
§§80a-8(b) (1) (G), -10(£), -12(b) (3), -17(a), -17(d), -21; SEC 
Rule 2a-3 under the Act, 17 C.F-R. §270.2a-3 (1964). 
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industry at the time of the passage of the Act. Know- 
ing this, the NASD argued that the Commingled Account 
is a bank-dominated fund and therefore within the class 
of funds known to Congress and forbidden by Section 
10(¢). This approach is too superficial. The closed-end 
investment companies at which Section 10(c) was directed 
were not the only type of “bank-dominated” investment 
vehicles known to the Commission and Congress in 1940. 
There was another type and it received complete exemp- 
tion from the Act. 

Commencing in 1927, a number of banks had developed 
various types of commingled or common trust funds 
which, in the Commission’s view, constituted “a class of 
investment vehicle akin to an investment company of 
the management type.”” Participation in common trust 
funds was found to be typically limited to trust estates 
of which the sponsor bank was trustee, but the Commis- 
sion recognized that in many instances this relationship 
was established by means of revocable trusts entered into 
specifically for the purpose of participating in the com- 
mon trust fund. The Commission also noted that com- 
mon trust funds presented a possible means by which 
banks could economically provide small trust estates with 
diversification,* that the provisions of the governing 
trust indentures were “similar to the indenture pro- 
visions of management investment companies of the 

65. See Senate Hearings 197, 872 (statements of David Schenker 


and Commissioner Healy). These statements are quoted in part by 
the NASD at p. 31 of its brief. 

66. First Report 2. Common trust funds were listed as one of 
the five major types of investment companies for the purpose of 
statistical analysis. Second Report 6, 25. 

67. Common Trust Fund Report 8. Further details with respect 
to a number of the common trust funds referred to in the Common 
Trust Fund Report are given in Saxon & Miller, Common Trust 
Funds, 53 Geo. L.J. 994, 997-1000, 1003, 1011-15 (1965). 

68. Common Trust Fund Report 3. 
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Massachusetts or common law trust type” and that “the 
managements of the trust company and the common trust 
fund are interlocked, with complete management control 
over the assets of the trust fund vested in the sponsor- 
ing institution.” 

Even though common trust funds were recognized as 
an investment vehicle akin to management investment 
companies, they were exempted from the Act by Section 
3(¢)(3).72 No explicit statement was made in either the 
Senate or House hearings setting forth the reason for 
this exemption, but it can be inferred from statements in 
the Commission’s First Report that there were two prin- 
cipal considerations: (1) there was no general public 
distribution of participations in common trust funds; and 
(2) the funds were subject to the supervision and control 
of bank regulatory authorities.” 


69. Id. at 7. 


70. Id. at 10. During the Senate hearings an industry repre- 
sentative noted the similarity of common trust funds to the investment 
companies sponsored by investment counsel : 

“Trusts that are operated by investment counsel firms are 
typical examples of cas:s where investors want continuing 
management by a particular group of individuals. Some of these 
trusts operated by investment counsel firms have been organized 
as true trusts in order to assure this. Another well-known type 
is the ‘common trust fund.’ These are operated by banks and are 
expressly exempt from this proposed act. 

* * * 

“* * * Neither can a change in trusteeship be brought about 
by the beneficiaries of a common trust fund, which is a special 
kind of open-end investment company operated by banks and 
recognized under both Federal and State statutes. This same 
principle is also well established in the investment counsel field. 
In dictating by law, for the protection of investors against the 
people they employ to manage their investments, why differen- 
tiate between any of these examples?” 

Senate Hearings 502-03. 

71. 54 Stat. 798, U.S.C.A., Title 15, §80a-3(c) (3). 

72. See First Report 33-34, 63. Banks themselves were also 
exempted by Section 3(c) (3), and by definition, see Section 2(a) 
(5), 54 Stat. 791, U.S.C.A., Title 15, §80a-2(a) (5), an institution 
can be a “bank” only if it “is supervised and examined by State or 
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Although the Commission has taken the position that 
collective investment funds for managing agency accounts, 
such as the Commingled Account, are not common trust 
funds exempted from the Act by Section 3(¢)(3), cer- 
tainly the Commingled Account is much closer in struc- 
ture and purpose to such common trust funds than it is 
to the closed-end investment companies at which Section 
10(¢) was directed. The restrictions on advertising and 
publicity, the limitations on transferability of participa- 
tions in the Commingled Account and the underlying 
fiduciary relationship between the customer and the Bank 
required for admission to the Commingled Account all 
point to the fact that the Commingled Account is a lineal 
descendant of the common trust funds and is not the off- 
spring of the closed-end investment companies. Accord- 
ingly, it is reasonable to assume that had collective 
funds such as the Commingled Account been in operation 
at the time of the adoption of the Act, they would have 


received exemption from the Act as a whole. Certainly, 
the granting to the Commingled Account of a narrow 
exemption which preserves virtually intact the entire 


Sekt nanan a eEISONe 
Federal authority having supervision over banks”. See also the 
exchange of correspondence, at Senate Hearings 925-29, between the 
Board of Governors of the Federal Reserve System and the Commis- 
sion relating to the exemption for bank holding company affiliates in 
Section 3(c) (4) of the Act. 54 Stat. 798. U.S.C.A., Title 15. §80a- 
3(c) (4). The Board contended that such holding company affiliates 
should be exempted “since these companies are subject to examination 
and supervision by the Reserve Board.” Senate Hearings 927. 

73. We have never argued, as the NASD suggests at pp. 24-25 
of its brief, that Section 10(c) is by its terms applicable only to 
closed-end investment companies. If the Commingled Account were 
not within the literal scope of Section 10(c), there would have 
been no need to request an exemption. What we do argue is that 
the abuses at which the section was directed were associated with 
closed-end investment companies having no resemblance to the Com- 
mingled Account and that a proper exercise of the exemptive power 
under Section 6(c) permits, even requires, recognition of this fact. 
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structure of regulation imposed by the Act cannot seri- 
ously be considered inconsistent with the Act’s purposes 
and policies. 


3. The potential conflicts of interest which 
have been attributed to bank-sponsored 
collective investment funds are adequately 
regulated in the case of the Commingled 
Account. 


In considering the propriety of exempting the Com- 
mingled Account from Section 10(c), the Commission 
quite correctly found that compliance with that section 
was not necessary to accomplish the Act’s objectives and 
policies, that is, the protection of the participants in the 
Commingled Account from potential conflicts of interest 
which could arise as a result of the Bank’s commerical 
banking activities. 

The potential conflicts which were cited by Chairman 
Cary and the safeguards against such conflicts are fully 
discussed in the Commission’s Opinion and Findings (JA 
61-63). There is no need to repeat them here. However, 
certain matters raised by the NASD require comment. 

The NASD quotes Chairman Cary’s list of potential 
conflicts in full, but fails to note that Chairman Cary 
was discussing the general question of whether bank com- 
mingled agency accounts should be wholly exempt from 
the securities laws. The potential conflicts Chairman Cary 
referred to were those that might be involved in the case 
of a hypothetical bank-sponsored fund not subject to 
Investment Company Act regulation. He was saying that 
most if not all mutual funds have areas of potential con- 
flict of interest and that the requirements of the Act for 


74. Section 10(c) was not even mentioned by Chairman Cary 
when he described the protections to investors in bank collective 
investment funds that would result from registration under the Act. 
See Government Operations Hearing 3-32. 
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an unaffiliated group of directors—“or in the case of no 
load funds, one unaffiliated director”—provide a degree 
of protection.* But here the Commingled Account is 
registered under the Act and offers to the participants 
all of the protections mentioned by Chairman Cary.”® 

The NASD also attempts to disparage the protection 
afforded by banking supervision by quoting from the Com- 
mission’s decision: “banking oversight is of course not 
the same in scope or orientation as the protective pro- 
visions of the Act * * *.” NASD brief, p. 26. The NASD 
did not take the trouble to quote the entire sentence and 
it omitted the preceding sentence completely. What the 
Commission said was— 


“The Account, unlike the bank-sponsored investment 
companies with which Congress was concerned in 
enacting Section 10(¢), is regarded by the banking 
authorities as one aspect of the Bank’s fiduciary 
functions and as such will be subject to the super- 
vision and regulation of those authorities. While 
panking oversight is of course not the same in scope 
or orientation as the protective provisions of the 
Act, it will provide participants in the Account with 
additional protections not afforded investors in other 
investment companies.” JA 62. 


It must be borne in mind that the rights of customers 
of the Bank to whom the Bank has a fiduciary responsi- 
bility, such as the participants in the Commingled Ac- 
count, are superior to those of the Bank’s depositors and 
shareholders. Any activity which creates rights of sur- * 
charge in or other liabilities to such customers is 
therefore of great concern to the banking authorities.” 
75. Id, at 11. 


76. Compare id. at 9-13 with pp. 13-14, supra. 
77. See Comptroller’s Manual 21. 
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Finally, the NASD, by indirection, attempts to minimize 
the safeguards which the Commission found in the fact 
that the Bank has fiduciary responsibilities to each par- 
ticipant. The NASD brushes this finding aside by saying 
that, “we assume that by the reference to the fiduciary 
responsibilities of the Bank as managing agent, the Com- 
mission did not mean that these responsibilities are any 
greater than those deemed applicable by the Commission in 
any investment company relationship.” NASD brief, p. 26. 

The NASD nowhere specifies the responsibilities which 
arise out of the typical investment company relation- 
ship. In the ease of the Commingled Account, these 
responsibilities are clear. The Bank has a direct fiduciary 
relationship with each participating customer by reason of 
the agreement signed by the customer authorizing the 
Bank to invest his funds, together with the funds of other 
customers who have given the Bank the same authority, 
in the Commingled Account. Because the customers’ funds 
are to be commingled, the customer gives up his right to 
control the Bank individually and agrees that the partici- 
pants as a group and the Committee may exercise such 
control. But this does not affect the fiduciary duties 
of care and loyalty that the Bank, as agent, owes to the 
customer, as principal.”® 

A shareholder in an ordinary mutual fund does not 
enter into a relationship of principal and agent with the 
fund or with the fund’s investment adviser. The share- 
holder has, in fact, no direct relationship with the adviser. 
If he has any rights against the adviser, they derive from 
his status as a shareholder and can be enforced only by 
the fund itself.” 

Be ) See RESTATEMENT (SEcoND), AcENcy §§379, 387, 425 
79. Section 36 of the Act, 54 Stat. 841, U.S.C.A., Title 15, §80a- 


35, authorizes the Commission to bring an action to enjoin, on the 
ground of gross misconduct or gross abuse of trust, an officer, director 
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The Wharton School Study has suggested that one 
type of approach to the problem of potential conflicts of 
interest on the part of investment company management 


«* * * would be to eliminate the [investment com- 
pany] shell and require a direct relationship 
between shareholders and controlling managers. 
This could be brought about either by requiring 
each open-end company to be internally managed 
(i.e., excluding investment advisers), or by elimi- 
nating the investment company shell between the 
adviser and shareholder by requiring advisers to 
sell shares directly in a fund explicitly managed 
and controlled by them. This type of approach 
might provide a closer alignment of power and 
fiduciary responsibility * ° wth 


It is precisely this type of “closer alignment of power 
and fiduciary responsibility” which results from the direct 
fiduciary relationship between the Commingled Account 
participant and the Bank as the participant’s managing 
agent, and which the Commission properly took into 
account in considering the Bank’s exemption application. 


D. The exemptions from Section 10(b) of the Act 
were also properly granted. 


The type of abuse at which Section 10(b)(3) was 
directed has already been touched upon in the discussion 
of Section 10(c). It must be obvious that the conflicts of 
interest, if any, that might arise out of the relationship 
between the Commingled Account and the Bank as an 
“investment banker” are of a very different degree from 
the potential conflicts existing between typical investment 
companies and investment banking houses. 


oe Se Se 
or investment adviser or any investment company from acting in such 
capacity. This test, however, js less rigorous than the standard of 
due care which governs the relationship of an agent to his principal. 
See Senate Hearings 262. 

80. Wharton School Study 35. 
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In the first place, there is virtually no potential for an 
adverse effect on the participants in the Commingled Ac- 
count as a result of the Bank’s underwriting activities. 
The only securities which the Bank is permitted to 
underwrite are “public securities” which are thought to 
possess investment characteristics making them suitable 
for unlimited investment by national banks themselves.® 

In any event, there is no opportunity for self-dealing by 
the Bank even in the limited area in which the Bank 
is permitted to engage in underwriting. Any such trans- 
action involving the Commingled Account would be 
subject to the various prohibitions imposed by the 1940 
Act.? In addition, the regulations of the Comptroller 
of the Currency prohibit purchases of securities where 
there may be a conflict of interest.* Investments pre- 
senting questions of conflict of interest, self-dealing, 
divided loyalty and other improper relationships are 
subject to the constant scrutiny of the Comptroller’s 
Representatives in Trusts who regularly examine the 


81. See Revised Statutes, Section 5136, para. Seventh, as amended, 
48 Stat. 184 (1933), as amended, U.S.C.A., Title 12, §24 (Seventh). 
There are also a few obligations which national banks may under- 
write subject to limitations on the amount which may be held. 

82. Section 10(f) of the Act, 54 Stat. 807, U.S.C.A., Title 15, 
§80a-10(£), prohibits the Commingled Account from acquiring, dur- 
ing the existence of any underwriting syndicate, any security for which 
the Bank is acting as a principal underwriter. The Bank has also 
agreed to a condition imposed by the Commission extending the 
duration of the prohibition of Section 10(f) under circumstances 
where a syndicate has been terminated while its members still have 
unsold allotments. JA 65, 72-73. Section 17(a) of the Act, 54 Stat. 
815, U.S.C.A., Title 15, §80a-17(a), prohibits the Commingled Ac- 
count from acquiring any security from the Bank itself, whether or 
not an underwriting syndicate is still in existence, and Section 17(d) 
of the Act, 54 Stat. 816, U.S.C.A., Title 15, §70a-17(d), prohibits 
the Commingled Account and the Bank from participating in any 
joint enterprise without the Commission’s approval. 

83. See Section 9.12(a) of Regulation 9, 12 C.F.R. §9.12(a) 
(Supp. 1966). 
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operations of the Bank’s Trust and Investment Division.* 
The Representatives are instructed to give special 
consideration to transactions involving the investment 
of assets of fiduciary accounts in stock or obligations 
of, or property acquired from, organizations in which there 
exists such an interest on the part of a bank as might 
affect the exercise of the best judgment of the bank in its 
fiduciary capacity, and to determine whether the bank as a 
fiduciary has purchased bonds from a member of a syn- 
dicate in which the bank is participating.” 

Section 10(b)(2) was directed at possible conflicts of 
interest arising out of the principal underwriter’s pecu- 
niary interest in the sales commissions it would derive 
from the sale of the investment company’s securities.*® 
There is of course no sales commission or “load” charged 
in connection with admission to the Commingled Account. 
Moreover, because of the fiduciary relationship between 
the Bank and its customers, the Bank must, in giving 
advice concerning the Commingled Account, act solely as 
investment adviser for such customer with disclosure of 
its position with respect to the Commingled Account. See 
JA 34. The exemption from this provision was thus 
clearly proper. 


E. The Commission has acted in the public interest 
and consistently with the protection of investors 
and the purposes of the Act; its orders should 
be affirmed. 


Nothing in the NASD’s priefs reflects more pointedly 
the weakness of its case than its efforts to impugn the 


—— 

84. National banks are examined at least three times in every 
two years. See Revised Statutes. Section 5240, as amended, 70 Stat. 
124 (1956), U.S.C.A.. Title 12, $481. Section 9.11(d) of Reg- 
ulation 9, 12 C.F.R. §9.11(d) (Supp. 1966), provides for the exam- 
ination of investments held in fiduciary accounts, including collective 
investment funds. 

85. See Comptroller’s Manual 87-93. 

86. See House Hearings 110. 


37 


' motives and good faith of the Commission. The con- 
tention in the brief on the merits that the Commis- 
sion was acting simply to “avoid a legislative contest” 
' (NASD brief, p. 22) becomes, in the brief answering the 
Bank’s motion to dismiss, an accusation that the Com- 
mission was “motivated by expediency rather than statu- 
' tory policy” (NASD brief on motion, pp. 2-3). 

: The Commission has found, as it must under Section 
6(c), that the exemptions granted the Commingled 
Account are “necessary or appropriate in the public 
interest and consistent with the protection of investors 
and the purposes fairly intended by the policy and pro- 
' visions” of the Act. There is ample support for this in 
the sponsorship and characteristics of the Commingled 
Account: the financial stability and long history of invest- 
ment experience of the sponsoring institution; the fact that 
| the Bank exercises investment responsibility or gives 
investment advice in respect of accounts having aggre- 
gate assets of more than $8.5 billion; the extensive experi- 
' ence of the Bank in the operation of common trust funds; 
the availability of this experience for the first time to 
' the smaller investor; the low relative cost of these ser- 
vices to the participants; the absence of a sales load; 
: and the successive layers of regulation imposed respec- 
: tively by banking authorities, the common law applicable 
to fiduciaries and the laws administered by the Securities 
and Exchange Commission. Did the Commission need 
any other motive than the desire to make these advan- 
' tages available to a segment of the investing public? 
The Commission’s orders must in any event be aifirmed 
' unless this Court has been persuaded that the public 
i interest, the protection of investors and the purposes 
| fairly intended by the Act cannot be served by the 
' Bank’s Commingled Account. The record in the case 
: offers no support whatsoever for such a conclusion. The 
| rhetoric of the NASD brief is no substitute. The words 
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of the Supreme Court in Gray v. Powell, 314 U. S. 402, 
411-12 (1941), are particularly pertinent: 


“In a matter left specifically by Congress to the 
determination of an administrative body, as the 
question of exemption was here * * * the function 
of review placed upon the courts * * © is fully 
performed when they determine that there has 
been a fair hearing, with notice and an opportunity 
to present the circumstances and arguments to the 
decisive body, and an application of the statute 
in a just and reasoned manner. * * * 

“Such a determination as is here involved belongs 
to the usual administrative routine. Congress, 
which could have legislated specifically as to the 
individual exemptions * * *, found it more efficient 


to delegate that function to those whose experience 
in a particular field gave promise of a better 
informed, more equitable, adjustment of the con- 
flicting interests * * *. 

“Where, as here, 2 determination has been left 


to an administrative body, this delegation will be 
respected and the administrative conclusion left 
untouched.” 


Il. 


The Commission properly assumed that the Com- 
mittee members will discharge the directorial respon- 
sibilities contemplated by the Act. 


The NASD contended before the Commission that the 
true directors of the Commingled Account would be the 
directors of the Bank rather than the Committee members 
and that the participants in the Commingled Account 
would therefore be denied the voting rights provided by 
Sections 16(a) and 18(i).” The matter was fully briefed 

87. Section 18(i) of the Act. 34 Stat. 821, U.S.C.A., Title 15, 
$80a-18(i), provides that every share of stock of a registered invest- 
ment company “shall be a voting stock”. Section 16(a) of the Act, 
54 Stat. $13, U.S.C.A., Title 15, §80a-16(a), provides that no person 


Shall serve as a director of a registered investment company unless 
elected by the shareholders. 
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before the Commission and discussed on oral argument. 
In its Findings and Opinion, the Commission disposed of 
the question by saying that, “it is assumed that the Com- 
mittee or its members will discharge their responsibilities 
as directors, or persons performing similar functions, 
under the securities acts or otherwise.”** JA 58 n.11. 

The NASD now contends before this Court that the 
Commission was obliged to find, and not merely assume, 
that the Committee would be “vested with” and “exercise” 
the directorial duties and functions contemplated by the 
Act before it could grant the exemptions under Section 10. 
NASD brief, pp. 7, 35. 

On the question of whether the Committee would dis- 
charge (or “exercise”) its directorial responsibilities, the 
Commission could do no more than make an assumption 
because such a question can only be determined after the 
fact. How could the Commission make a finding as to 
the discharge of such responsibilities by persons who at 
the time of the application had not even been appointed? 
Since the Bank had not requested exemption from either 
Section 16(a) or Section 18(i), the Commission quite 
properly assumed that the law would be obeyed and the 
Committee members would discharge their responsibilities 
as directors. 

Implicit in this assumption, of course, was the Commis- 
sion’s conclusion that the Committee members would in 
fact be the directors of the Commingled Account and 
“vested with” the duties and responsibilities of directors 
contemplated by the Act. Also implicit was the conclusion 
that the banking laws and regulations referred to by the 
NASD would not preclude the proper exercise of such 
duties and responsibilities. Both conclusions are clearly 
supported by the record. In contrast, the NASD’s argu- 
ment is constructed on a series of unwarranted and 
unsupported assertions. 


88. The NASD also filed a petition for rehearing (JA 75) 
addressed to this issue, which was denied by the Commission (JA 77). 
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The NASD first maintains that “the Committee will as 
a practical matter abdicate in the investment supervisory 
area.” NASD brief, p. 34 n.69. This amounts to an 
assertion that the members of the Committee will violate 
the law and yet the NASD cannot adduce in support of 
this assertion a single provision of the prospectus for 
the Commingled Account or of the management agreement. 
The NASD (in the footnote just referred to) quotes the 
prospectus to the effect that the “Bank is responsible 
for the management of the investments in the Commingled 
Account” and that “the Bank will determine what securi- 
ties are to be purchased or sold for the Commingled 
Account and will execute transactions for the Commingled 
Account accordingly.” But, as the NASD well knows, the 
Bank’s investment function derives from the management 
agreement with the Committee representing the partici- 
pants. As stated in the prospectus, the Bank’s manage- 
ment activities as investment adviser are carried out 
“pursuant to” a management agreement. JA 24. 

Moreover, as the NASD concedes in the very next sen- 
tence of the same footnote, its position cannot be premised 
on the fact that the Bank will make portfolio selections. 
The power to manage investments is a legitimate function 
of an investment adviser and is specifically provided for 
in the Act®® Nor can the NASD be suggesting that the 

89. Section 2(a) (19) of the Act, 54 Stat. 793, U.S.C.A., Title 
15, §80a-2(a) (19), provides that the term “investment adviser” of 
an investment company means “‘any person * * * who pursuant to 
contract with such company regularly furnishes advice to such com- 
pany with respect to the desirability of investing in, purchasing or 
selling securities or other property, o” is empowered to determine 
what securities or other property shall be purchased or sold by such 
company * * *.” (Emphasis added.) 

‘As one commentator has pointed out, “the true management type of 
contract is specifically recognized * * * by the Investment Company 
Act. Recently there has been a tendency towards this type of contract 
which in many cases would seem to conform more realistically to the 


fact.” Jaretzki, Duties and Responsibilities of Directors of Mutual 
Funds, 29 Law & ConTEMP. Pros. 777, 782 (1964). 
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Committee must exercise daily supervision over the invest- 
ments of the Commingled Account. The directors of many 
mutual funds delegate active management of the portfolio 
either to an investment adviser or to officers of the invest- 
ment company and exercise only a general supervision 
over the purchase and sale of the portfolio securities.” 


The NASD next complains, in the same footnote, that 
its “efforts to elicit facts as to the nature of the Com- 
mittee’s ‘supervision’, which is nowhere described, were 
rebuffed by the Commission.” Those “efforts” consisted 
of a singular motion seeking to require the Commission 
“to amend, modify, supplement or amplify” its Notice of 
Filing of Application to “state matters contained in the 
brief” of the Bank below and to “relate those matters” 
to a statement contained in the Bank’s application. If 
the NASD wants facts, it has only to refer to the pro- 
spectus and management agreement. Throughout both 
documents are provisions which require the exercise by 
the Committee of the functions expressly assigned to 
directors by the 1940 Act. Among these is the obliga- 
tion, pursuant to Section 15(a)(2) of the Act,®* to pass 
upon the continuance of the management agreement or 
to put the matter before the participants for their con- 


90. See Wharton School Study 49-50: 


“The active management of the portfolio of open-end invest- 
ment companies typically is delegated to an investment adviser, 
or to one or several principal officers of the investment company, 
who are usually also affiliated with the adviser.” (Footnote 
omitted.) 


See also Jaretzki, Duties and Responsibilities of Directors of 
Mutual Funds, 29 Law & Contemp. Prog. 777, 784 (1964): 

“Tt is not the duty of the board itself specifically to select each 
individual security for purchase or sale. It is sufficient if the 
directors are satisfied that purchases and sales are competently 
handled either by the officers of the company or by the invest- 
ment adviser under whatever general directions they may wish 
to impose and pursuant to the objectives of the fund and the 
limitations to which it is subject.” 

91. 54 Stat. 812, U.S.C.A,, Title 15, §80a-15(a) (2). 
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sideration (JA 25, 35). The Committee also has the 
power to terminate the management agreement (JA 25, 
35) pursuant to Section 15(a)(3) of the Act. In order 
to exercise these and other responsibilities” effectively, 
as well as to insure that the Bank adheres to the Com- 
mingled Account’s stated investment policy and invest- 
ment restrictions, the Committee must, of course, review 
the Bank’s performance as an investment adviser. For 
this reason the management agreement provides that “all 
transactions of purchase or sale for the Commingled 
Account shall be promptly reported to the Committee by 
the Bank” (JA 32). The power to terminate the manage- 
ment agreement necessarily includes the power to force 


OD, 54 Stat. 812, US.C.A., Title 15, §80a-15(a) (3)- 


93. The Committee has many other responsibilities which derive 
sions of the 1940 Act and which require supervision 
int, such as: pursuant to Section 2(a) (39). 
le 15, §80a-2(a) (39), responsibility to 
assets of the Commingled Account 
5 are not readily available (JA 19); pur- 
Stat. 821, U.S.C.A., Title 15, $80a-19, 
responsibility to dec from the investment income 
and realized capital g: 
to participan . 
suant to Section 20(a), 54 Stat. 822, U.S.C.A., Title 15, § 
responsibility to insure that the solicitation of proxies complies with 
. the rules and regulations of the Commission (JA 26); pursuant to 
Section 30, 54 Stat. 836, U.S.C.A., Title 15, §80a-29, responsibility 
for the reports required by law to be filed with the Commission and 
transmitted to the participants (JA 28); and pursuant to Section 
32(a), 54 Stat. 838, U.S.C.A., Title 15, §80a-31(a), responsibility to 
select the independent public accountant for the Commingled Account 
(JA 28). Implicit in Section 10 of the Act, 54 Stat. 806, U.S.C.A.. 
Title 15, §80a-10, is the responsibility of the Committee, and particu- 
larly the unaffiliated members, to oversee the operation of the Com- 
mingled Account to insure that conflicts of interest. if any. are 
resolved in favor of the participants. The Committee members are 
also responsible for the accuracy of, and required to sign, the Com- 
mingled Account’s registration statement under the Securities Act 
of 1933. See Sections 6(a) and 11(a) of that Act, 48 Stat. 78, 82. 
as amended. U.S.C.A.. Title 15. §$77f(a). 77k(a). 
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changes in the Bank’s performance of its duties under 
such agreement.™ 

The Committee will not, because it may not, “abdicate” 
in the investment supervisory area. Its responsibilities 
with respect to the management agreement are real and 
substantial. If the Committee members fail to exercise 
honestly and independently their responsibilities under 
the Act, they would be subject to an action under Section 
36 of the Act® for removal or suspension from office and 
liable to suit by the participants. In the face of these 
facts, the NASD’s assertion (at p. 34 of its brief) that 
“the board of directors of the Bank, not the Committee, 
will in fact be entrusted with the directorial functions of 
the Account” is irresponsible. 

Since the NASD can find no evidence in the Bank’s 
application to the Commission that the Committee will not 
be vested with directorial responsibilities, it has to resort 
to a misinterpretation of banking laws and regulations. 
These laws and regulations, according to the NASD, will 
preclude the Committee members from exercising their 
duties as directors. The Commission properly rejected 
this argument, and pointed out that its assumption that 

94. The Commission’s opposition to H.R. 7482, 87th Cong., Ist 
Sess. (1961), which is discussed by the NASD at note 68 on p. 33 
of its brief, is not relevant. All actions or recommendations of the 
committee contemplated by that bill would have been subject to the 
veto or approval of the insurance company’s board of directors, In 
contrast, the Committee for the Commingled Account may act on the 
management agreement and supervise the Bank’s performance of its 


functions thereunder without seeking the approval of the Bank’s board 
of directors. 

95. 54 Stat. 841, U.S.C.A., Title 15, §80a-35. 

96. See Brown v. Bullock, 294 F.2d 415, 421 (2d Cir. 1961): 
“We think §15(a) * * * laid down a requirement of annual 
approval not merely formal but substantial, the minimum con- 
tent of which is a matter of federal law; hence a complaint alleg- 


ing failure to conform to that requirement sets forth a federal 
claim.’ 
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the Committee would discharge its responsibilities under 
the securities acts or otherwise served as a clear indication 
that in its opinion the banking laws and regulations did 
not preclude the exercise of such responsibilities. JA 79. 

The NASD attempts to make much of the Federal 
Reserve Board’s view that the Commingled Account would 
be operated under the “effective control” of the Bank.” 
Assuming that the Federal Reserve Board’s characteriza- 
tion is accurate, it still does not follow that the Committee 
for the Commingled Account has any less control than is 
required by the Investment Company Act. Ultimate con- 
trol of the Commingled Account in fact resides in the 
Committee and the participants and nowhere else. No 
special circumstances are present here. Other investment 
companies also have a majority of their boards composed 
of persons affiliated with the investment’ adviser.” If the 
Commingled Account is under the effective control of the 
Bank, so are such other investment companies under 
the effective control of their investment advisers. Yet the 
NASD would not contend that the boards of directors and 
shareholders of such investment companies do not have 
ultimate control. 

The case of an individual managing agency account 
where the Bank has been given complete investment dis- 
cretion as to the investment and reinvestment of the assets 
in the account can be taken to demonstrate the point. The 
Bank has “effective” control over the assets for so long as 
it continues to have investment discretion. Indeed, the 
customer’s motive in establishing the account is to give 


eS 

97. 12 CFR. §218.111(b) (Supp. 1966). 

98. David Schenker stated during the House hearings that Sec- 
tion 10(a) of the Act, 54 Stat. 806. U.S.C.A., Title 15, §80a-10(a), 
was designed to give the investment adviser “the right to impose his 
investment advice” on the investment company, since the stockholders 
are buying and want the investment advice of a particular person. 
House Hearings 109-10. (Emphasis added.) 


45 


the Bank control of such a nature that the customer is 
relieved of the burden of managing his own assets. Yet 
the customer has ultimate control. This analysis applies 
equally to the Commingled Account, except that the par- 
ticipants, having consented to the commingling of their 
assets, agree that their individual powers of control shall 
be exercised by a majority vote at meetings of participants 
or by the Committee as their elected representatives. 
Since the Federal Reserve Board understood that the 
Committee, as the representative of the participants, 
would supervise the operation of the Commingled Account 
and would possess, with the participants, the power to 
terminate the management agreement with the Bank,” 
there is no reason to suppose that the Board failed to 
understand that ultimate control, subject to the will of 
a majority of the participants, would reside with the 
Committee. 

Nor can any support for the NASD’s argument be 
derived from the Board’s statements that the Bank and 
the Commingled Account “would constitute a single entity 
for the purposes of section 32” (emphasis added) and 
that, for the same purposes, the Commingled Account 
“would be regarded as nothing more than an arm or 
department” of the Bank. These statements are clearly 
characterizations made by the Board in connection with 
the specific question before it—the applicability of Section 
32 of the Banking Act of 1933* to the service of Bank 
officers on the Committee. The Board was confronted 
with the question whether such bank officers would have, 
by reason of such service, a conflicting outside interest 
to promote to the detriment of the participants. In 


99. See 12 CFR. §§218.111(e)-(£) (Supp. 1966). 
100. 12 C.F.R. §218.111(j) (Supp. 1966). 


101. Act of June 16, 1933, 48 Stat. 194, as amended, 49 Stat. 
709 (1935), U.S.C.A., Title 12, §78. 
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answer to this question, the Board concluded that the 
Bank and the Commingled Account would constitute a 
single entity, so that no significant outside interest could 
develop. The Board itself recognized that the question 
before it was not the same as the question before the 
Commission and that in the Commission’s view the Com- 
mingled Account and the Bank were separate entities.1° 

The NASD also misinterprets the effect of the Comp- 
troller’s regulations in an attempt to find support for 
its contention that the participants will be denied their 
voting rights under the Act. The NASD assumes, first, 
that the Committee is a committee responsible to the 
board of directors of the Bank by reason of Section 9.7 
(a)(1) of Regulation 9, and second, that the Bank 
would have the “exclusive management” of the Com- 
mingled Account as ordinarily required in the case of 
bank collective investment funds by Section 9.18(b) (12) 
of the Regulation.~. 

The Comptroller’s letter of May 10, 1965 (JA 47) ap- 
proving the proposed arrangement for the Commingled 
Account pursuant to Section 9.18(¢)(5) of Regulation gos 
shows that the Comptroller, like the Federal Reserve 
Board, specifically recognized that supervision of the 
Commingled Account would be in the hands of a Com- 
mittee elected by the participants (and therefore not a 
Bank committee to which Section 9.7(a)(1) would be 


102. See Federal Reserve Board memorandum, dated Dec. 15, 
1965, reprinted in Hearings on S. 2704 Before a Subcommittee of 
the Senate Committee on Banking and Currency, 89th Cong., 2d Sess. 
581, 584-85 (1966). 

103. 12 C.F.R. §9.7(a)(1) (Supp. 1966). 

104. 12 CFR. §9.18(b)(12) (Supp. 1966). 

105. 12 C.F.R. §9.18(c) (5) (Supp. 1966). 
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applicable)?** and that the Bank would be responsible for 
the management of the investments of the Commingled 
Account pursuant to a management agreement with the 
Committee. The letter shows also that the Comptroller 
recognized that the management agreement would have 
to be approved by the participants at their first annual 
meeting and could be continued in effect only with the 
approval of the unaffiliated members of the Committee or 
the participants. The letter expressly states that the 
Commingled Account “does not comply with certain pro- 
visions of Section 9.18(b) of the Regulation.” JA 51. One 
such provision was necessarily the requirement of Section 
9.18(b) (12) with respect to exclusive management. 

The Commission’s treatment of the NASD’s argument 
based upon the Federal Reserve Board ruling and the 
Comptroller’s regulations was more than adequate to 
satisfy Section 8(b) of the Administrative Procedure 


106. Section 9.7(a)(1) of Regulation 9 authorizes the Bank’s 
board of directors to utilize committees in the administration of the 
Bank’s fiduciary powers. Such committees are appointed by and 
responsible to the board. The Committee for the Commingled Ac- 
count, on the other hand, represents and is responsible to the par- 
ticipants, not the Bank, and the members of the Committee will depend 
upon election by the participants at their annual meetings for con- 
tinuance in office. The Committee for the Commingled Account is 
therefore not a committee of the Bank to which Section 9.7(a) (1) 
is applicable. 

Section 9.7(a)(1) committees of course have their place in the 
management of the Commingled Account for so long as the Bank 
is retained as investment adviser, just as is the case with other invest- 
ment advisory customers of the Bank. The Bank will function 
through such committees in accepting the fiduciary responsibility 
initially assumed as managing agent for the customer and in furnish- 
ing investment management for the Commingled Account pursuant 
to the management agreement with the Committee. 


From the fact that the Comptroller permits non-bank personnel to 
serve on committees conforming to Section 9.7(a)(1) it does not 
follow that every committee with non-bank members is such a 
committee. 
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Act That provision requires only that an agency deal 
with “material” issues. See Minneapolis & St. L. Ry. v. 
United States, 361 U. S. 173, 193-94 (1959). It is not 
necessary to discuss at length every contention, however 
far fetched. 


CONCLUSION 


For the foregoing reasons, this Court should enter 
sts order either dismissing the petition for review or 
affirming the orders of the Securities and Exchange 
Commission. 


Respectfully submitted, 


Samuet E. Gates, 
320 Park Avente, 
New York, New York 10022, 
SrepHen AILEs, 
1250 Connecticut Avenue, 
Washington, D. C. 20036, 
Attorneys for Intervenor. 


Desevoise, Puorpron, Lrows & Gates, 
Srerror & JoHNSON, 
Of Counsel, 


Dated: October 24, 1966. 


107. Act of June 11, 1946, 60 Stat. 242, US.C.A., Title 5, 
§1007(b). 

108. In any event, this Court must disregard the objection based 
upon Section 8(b) of the Administrative Procedure Act as it was 
not urged before the Commission, although the NASD had _ full 
opportunity to do so in its petition for rehearing. See Section 43(a) 
of the Act, 54 Stat. 844, as amended, U.S.C.A., Title 15, §80a-42(a). 
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REPLY BRIEF FOR PETITIONER 


1. Section 10(c) of The Investment Company Act 


The brief of the Securities and Exchange Commission 
(‘‘the Commission’’), and the brief of First National City 
Bank (‘‘the Bank’’) even more so, labor irrelevancies in 
our opinion. The Commission’s major premise is refuted 
by the statute itself, as we shall show. Significantly, the 
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Commission never urges, nor could it, that the Section 
10(c) prophylaxis would not serve a useful and beneficial 
purpose here to protect against the acknowledged potential 
conflicts of interest. It is as though observance of Section 
10(c) of the Act would result in too much investor protec- 
tion so that the Commission finds it necessary, in the cause 
of the public interest and the protection of investors, to 
dilute the statutory package of investor safeguards. Tn the 
Commission’s view, other items ‘‘provide substantial safe- 
guards’’ (Br. p.17). The Commission is very careful not 
to characterize them as equivalent safeguards. The Com- 
mission is simply substituting its judgment for the policy 
of the statute as to what is necessary adequately to pro- 
tect investors in the circumstances. And let there be no 
mistake that at issue is an essential protection of the 
statute. Section 10 is, as the Commission has recently 
characterized it, a ‘“‘keystone provision of the statute.’’* 


It should be emphasized that where as here a bank is 
the very management of the investment company, with a 
free rein in the conduct of its operations, the conflicts of 
interest problem, the evil that is the concern of Section 
10(c), emerges probably as sharply as it ever could. For 
example, at oral argument, one of the Commissioners (not 
the Commissioner who dissented) referred to Section 17 (a) 
of the Act, which as implemented by the Commission’s 
rules prohibits so-called joint transactions unless approved 
by the Commission? He observed that the Bank’s applica- 
tion presented ‘‘in a very exaggerated or extreme form”’ 
the problem of 


“the old matter of the joint ventures or seeming 

joint ventures, where the bank on the one hand and 

in the exercise of its various functions as a bank, has 

relationships with a company and your [A]ecount, for 

1 Fundamental Investors, Investment Company Act Release No. 3596, p. 5 
(December 27, 1962). 


2See our main brief, p. 9. 
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various reasons, also has relationships with a company, 
and who is to say where the propriety line should be 
drawn and is drawn. * * * I am not suggesting im- 
propriety. I think this could happen, you know, with 
the best of intentions.” ® 


This is precisely the target of the Section 10(¢) pro- 
phylaxis. Section 10(c) is, as Professor Dodd characterized 
it, a ‘‘double-barreled protection’’* and supplements the 
specific self-dealing prohibitions and enforcement provi- 
sions of the statute, including periodic examinations by the 
Commission, as discussed below. 


By 1940, there remained only one or two bank dominated 
investment companies® and, because of the delicate rela- 
tionships involved, the existing situations were left un- 
touched under the grandfather clause of Section 10(c).° 
What is it then that the Congress, on the Commission’s 
recommendation, sought to accomplish prospectively? Is 
the language of Section 10(c), which embraces all invest- 
ment companies, intended or inadvertent? The statute 
and legislative history, in our opinion, when fairly read, 
permit of but one conclusion: that the Congress intended 
to and did act broadly, and we should add with foresight, 
as is evidenced by the potential conflicts of interest that 
exist here. j 


As discussed in our main brief (pp. 11-16), the Com- 
mission’s study had disclosed a history of gross abuse by 
commercial bankers. The conflicts of interest problem 
was considered ‘‘more acute”’ in the case of the commercial 
banker.? The conclusion reached by the Commission and 


3 Transcript of oral argument, pp. 67-68. 
4See our main brief, p. 27. 

5 Senate hearings, p. 886. 

6See our main brief, p. 13, note 26. 


7 Commissioner Healy stated: ‘‘In many instances the abuses are more 
subtle but just as injurious to the investor. The public’s funds are used to 
further the banking business of the insiders ...’’ Senate Hearings, p. 37. 


4 


the Congress was that if a bank-investment company inter- 
lock was to be permitted, the protection of investors at a 
minimum required the prophylaxis in Section 10(c). The 
question was not how little, but rather how much, should 
be done to restrict this interlock, and indeed whether the 
interlock should be permitted at all. Commercial bankers 
+t will be recalled had urged total segregation in light of 
their sorry experience of the twenties. 


The Commission agrees (Br. p. 24, note 36) that the 
statute was intended to apply to open-end, as well as closed- 
end, investment companies.* But the Commission then 
asserts that the Account is not the ‘‘type’’ of open-end 
company to which Section 10(c) is directed. This ap- 
proach to the statute presupposes a legislative intention, 
for which there is not a shred of support, that the statutory 
prophylaxis should be applied selectively; that there was 
an intended discrimination—only certain, but not all, in- 
vestors exposed to the conflicts of interest problem in the 
bank-investment company interlock were to enjoy a pro- 


tection prescribed by the statute to cope with this very 
problem. 


Our position, the Commission points out (Br. p. 23) 
“overlooks the fact that the evils uncovered by the Com- 
mission’s study related to security affiliates, investment 
vehicles much different from the Account.’? Under the 
Commission’s approach the securities affiliates of banks 
in the twenties become the frame of reference and criterion 
for determining the application of Section 10(c).’ 


8 The two types of companies are distinguishable only in the redeemability 
feature of their securities. This certainly is a fatuous distinction on which 
to turn the application of Section 10, as the Bank urges. 


9If the Commission means to intimate (Br. p. 23) that Section 10(c) 
comes into play only if an attempt is being made to circumvent the banking 
laws, why then did it not deem it necessary to consider the issue of the legality 
of the Account under the banking laws. (JA 57) This would have been 
a relevant and critical issue. 
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Reliance on the historical narrative about securities 
affiliates in the Commission’s study to restrict the scope of 
Section 10(c) is misplaced. This narrative does no more 
than relate the origins of the bank-investment company 
interlock that produced the ‘‘[f]lagrant instances of self- 
dealing’? (JA 61) which brought the Commission and the 
Congress to the realization that it was a relationship de- 
manding remedial action. It was the existence of the 
potential for abuse in this relationship—without regard 
to any particular type of investment company or form of 
overreaching—that was the concern of the Commission and 
the Congress. Is it to be said, as is here in effect being 
urged, that the Congress was any less concerned if over- 
reaching and abuse thereafter resulted from transactions 
that took a form different than those in the twenties, or if 
the imposition thereafter manifested itself in a particular 
genre of investment company? The purpose, and the stat- 
ute was so enacted, was to protect all investment companies 
from commercial bankers who would impose and would 
‘Cadvance their own pecuniary interests at the expense of 
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the investment companies and their security holders. 


This breadth of purpose is manifest not only in the lan- 
guage of Section 10(c), but in the meticulous manner in 
which the statute otherwise applies the Section 10(c) 
policy. The statute patently rejects the Commission’s 
‘securities affiliates’? theory of limitation. 


Thus, Section 10(h) of the Act deals with unincorpo- 
rated management investment companies, including open- 
end companies, which do not have a board of directors. 
They were not the bank ‘‘securities affiliates’? described in 
the Commission’s study, the touchstone of the Commis- 
sion’s instant approach to the application of Section 10(c). 
Nevertheless, the statute specifically imposes the Section 
10(¢) prophylaxis on these companies. Section 10(h) pro- 
vides that Section 10(c) shall apply to the board of di- 


10 Senate Report p. 7. See our main brief, pp. 12-13. 
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rectors of the investment adviser and depositor (or 
sponsor) of such an unincorporated investment company.” 
Again, Section 10(d) of the Act relaxes certain restric- 
tions of Section 10, but not the prohibition of Section 
10(c), for certain open-end investment companies meeting 
specific statutory conditions? These companies were not 
bank “securities affiliates’’, but so-called ‘‘no load’’ com- 
panies managed by investment counsel.* But these com- 
panies were also subjected to Section 10(c). In addition, 
Section 10(c) was made applicable not only to manage- 
ment companies, of which closed-end and open-end com- 
panies are subclassifications,* but also to the completely 
nnrelated face amount certificate companies.” These com- 
panies also were not bank ‘‘securities affiliates’’. Never- 
theless their investors were also to enjoy the Section 10(c) 
protection. All this the Commission conveniently ignores 
and leaves unexplained as its spins its theory of statutory 


11 Section 10(h) of the Act, 54 Stat. 806, U.S.C.A., Title 15, § 80a-10(h) 
provides in pertinent part: 
In the case of a registered management company which is an unin- 
corporated company not having board of directors, the provisions of this 
section shall apply as follows: 


(1) the provisions of subsection (a) ... shall apply to the board of 
directors of the depositor of such company; (2) the provisions of 
subsections (b) and (c) .. . shall apply to the board of directors of 
the depositor and of every investment adviser of such company; and 
(3) the provisions of subsection (f) shall apply to purchases and other 
acquisitions for the account of such company of securities a principal 
underwriter of which is the depositor or an investment adviser of such 
company, or an affiliated person of such depositor or investment adviser. 


12 See our main brief, p. 25. 
18 House hearings, p. 111. 
14 See p. 3, note 8 of our main brief. 


15 Face-amount installment certificates, defined in Section 2(a)(15) of the 
Act, 54 Stat. 790, US.C.A, Title 15, § 80a-2(a)(15), are ‘¢in essence, un- 
secured obligations to pay a specified amount to the holder at a specified 
future date provided the purchaser makes all the payments required by these 
contracts.’’ Senate Report, p. 10. 


7 


contraction. It accords the same treatment to the exten- 
sive legislative history that we cited."* 


In brief, the policy of Section 10(c) was intended to be 
pervasive. It was to apply to all investment companies— 
whether or not they were management companies, whether 
they were management companies of the open-end or 
closed-end type, and whatever their organizational form 
or sponsorship. All companies were to be insulated from 
domination by a single bank and exposure to abuse from 
the potential conflicts of interest in that relationship. 


In this connection the Commission proceeds from an in- 
correct premise when it argues (Br. pp. 20-21) that since 
the Account ‘‘was not authorized in 1940, the new pro- 
posal came within a type of situation where Congress 
expected the Commission to exercise its authority under 
Section 6(c).’’ As we have pointed out, when the Con- 
gress enacted Section 10(c) it was acting prospectively 
to prevent the creation of a relationship that had proven 
itself a source of abuse and was seeded with potential con- 


flicts of interest. The fact that this relationship mani- 
fests itself in an investment company vehicle which be- 
came permissible only after 1940 is irrelevant.” This does 


16 The Bank’s effort to find comfort in the fact that the statute reflected a 
compromise is answered by the Commission’s brief in Brown v. Bullock, 294 
F.2d 415 (C.A. 2, 1961), @ case here cited by the Commission. Speaking of 
the ‘‘compromise’’, the Commission stated (at p. 22 of that brief): ‘‘While 
there was [sic] differences [by the industry] with the Commission as to the 
scope of that regulation, there was unanimity in the area here involved, and 
the compromise did not affect the basic pattern of the Act. The statute was 
to protect investors from selfish management .. .’’ 


17 The Bank’s efforts (Br. pp. 27-30) to look to the statutory exemption 
for common trust funds has been rejected by the Commission, as we pointed 
out in our main brief (p. 30). Contrary to the Bank’s assertions, the 
Commission has stated that Congress ‘‘rested this exemption on the special 
considerations that the funds were used for bona fide fiduciary purposes rather 
than as a medium for general public investment and had only a limited 
impact in the investment fund picture’’, Prudential Insurance Company of 
America, Investment Company Act Release No. 3620, p. 11 (January 22, 
1963), affirmed 326 F. 2d 383 (C.A. 3, 1964), cert. denied, 377 U.S. 953. The 
foregoing quoted language was adopted by the Court of Appeals, 326 F. 2d 
at 358. 
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not make it any less the undesired relationship which the 
Congress had prohibited.” 


Although the Commission professes not to be reading 
Section 10(c) out of the statute, its rationale and its appli- 
cation in effect produce that result. 


As we pointed out in our main brief (p. 9), the statute 
specifically prohibits self-dealing. Next, the statute im- 
poses fiduciary responsibilities on the management of in- 
vestment companies.” Farther, investment companies are 
subject to periodic inspections by the Commission under 
Section 31(b) of the Act,”° a matter to which the Commis- 
sion makes not even a reference. ‘The purpose’’ of these 
Commission inspections, as Commissioner Healy ex- 
plained, ‘‘is to make these companies subject to the same 
type of examination as national banks ...’’* In addition, 
the statute provides for injunctive action by the Commis- 
sion and also for criminal prosecution.” 


18 The presence of the Section 6(c) authority to exempt from any section 
of the statute does not mean that Congress contemplated that it would neces- 
sarily ever be appropriate to invoke the authority with respect to Section 
10(c). And the question here is not whether the Commission ever could, 
but whether it may when the very evil to which Section 10(c) is directed, 
potential conflicts of interest, is admittedly present. 


19 The Commission does not dispute the view expressed in our main brief 
(p. 26) that the Bank’s fiduciary responsibilities as a managing agent under 
the Comptroller’s regulations are not any greater than those deemed appli- 
cable by the Commission in any investment company relationship. See 
Brown Vv. Bullock, 194 F. Supp. 207, 238-240, 244-245 (S.D.N.Y., 1961) for 
a discussion of fiduciary duties under the statute, which reflects the Com- 
mission’s approach. See also Aldred Investment Trust v. S.E.C., 151 F-. 2d 
254 (C.A. 1, 1945). 

Commissioner Healy testified: ‘‘The fiduciary obligation of the management 
to stockholders is too often violated or disregarded. The bill undertakes 
to impose specific conditions which will insure the observance of this funda- 
mental obligation.’? Senate Hearings, p. 46. This ‘‘. . . legislation will 
serve the most salutary purpose of protecting small investors from breaches 
of trust.’? Senate Report, p. 12. 


20 54 Stat. 838, U.S.C.A., Title 15, § 80a-30(b). 
21 Senate Hearings, p. 304. Under its current practice, inspections by the 
Commission are not as frequent as bank examinations. 


22 Sections 36, 37, 42(e) and 49 of the Act, 54 Stat. 841, 842, USCA, 
Title 15, § 80a-35, 36, 41(e) and 48. 
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But this formidable arsenal was not enough to contend 
with the conflicts problem in the commercial bank inter- 
lock. The Section 10(c) prohibition was imposed. 


All this the Commission ignores. In effect, it dismisses 
Section 10(c). The Commission’s reliance on under- 
takings of the Bank not to overreach and the fact that the 
relationships will be policed by Comptroller’s examina- 
tions and that abuses will be in violation of law, misses the 
point of Section 10(c). It is a prophylaxis** As the 


23 The Commission recognized that this is the purpose of Section 10 in 
its decision in Petroleum and Trading Corporation, quoted in our main brief 
(p. 10). There the Commission denied an exemption from Sections 10(a) 
and 10(b) of the Act because, as the Commission put it, ‘‘conceivably’’ a, 
conflict of interest might develop; mere possibility was enough to foreclose an 
exemption, Of significance also is the fact that the possibility which con- 
cerned the Commission was a transaction that could only have been effected 
in violation of the self-dealing prohibitions in Section 17 of the Act. But 
this was no reason to deny the ‘‘double-barreled’’ protection provided by 
Section 10. As the Bank points out (Br. p. 42, note 93), albeit in another 
connection, under Section 10 it is the responsibility, particularly of unaffiliated 
directors, ‘‘to insure that conflicts of interest, if any, are resolved in favor 
of the participants.’’ (Emphasis added) 

Even in the present case, where it could the Commission tried to be true 
to its traditional standards. In dealing with Section 10(b)(3) it stated: 
‘We do not think there is any basis for concern that the Bank, gua 
investment banker, can or will use the Account to its advantage .. .’’ 
(J.A. 65). The Commission, of course, did not, for it could not, reach 
this conclusion about the Bank, qua commercial banker. Nor did the Com- 
mission even conclude that in its judgment the potential conflicts it had 
commented upon were the only ones it could foresee. In this connection, we 
note both the Commission’s and the Bank’s silence as to the possibility of 
the investment company being used as a ‘‘bird dog’’ to attract commercial 
banking business (See our main brief, p. 28). Since there was no evi- 
dentiary hearing there was no full exploration of the conflicts problem. As 
the proponent for an exemption, the burden was on the Bank to make the 
requisite showing. The only ground advanced by the Bank in its appli- 
cation to support its request was that ‘‘[u]nless an exemption from Section 
10(c) of the Act is granted, the Bank will be effectively precluded from’’ 
going forward. (JA 10). 

In Insured Accounts Fund, 38 8.E.C. 123, 127 (1957), the Commission 
distinguished Savings Bank Investment Fund, 24 8.E.C. 531 (1946) and 
Institutional Investors Mutual Fund, 35 8.E.C. 72, (1953), cited by the Bank, 
by stating: ‘‘In those cases .. . aside from the fact that the investment 
companies involved were subject to regulation by State banking authorities 
... there were no potential conflicts of interest ...’’ (Emphasis added). 
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Court pointed out in Federal Reserve System v. Agnew, 
329 US. 441, 449 (1947), in affirming the removal of a 
bank director under a provision in the banking laws that 
prohibits interlocks between commercial and investment 
banking: 


“Section 32 is not concerned, of course, with any 
showing that the director in question has in fact been 
derelict in his duties or has in any way breached his 
fiduciary obligation to the bank. It is a preventive or 
prophylactic measure. The fact that respondents 
have been scrupulous in their relationships to the bank 
is therefore immaterial.’’™ 


That the Commission gives no heed to Section 10(c) and 
also misunderstands its role under Section 6(c) is evident 
when it seeks to justify its action by stating (Br. p. 26) 
that it ‘concluded that under all the circumstances of the 
case the independent check on management provided for 
in Section 10(a) of the Act, that is, a board of directors 
40% of the members of which were unaffiliated with the 


Bank, would adequately protect investors where manage- 
ment acted in conflicts of interest situations.” The Com- 
mission, without authority, is substituting its judgment 
for that of the Congress. The Congress concluded that 
the bank-investment company interlock was so susceptible 
of abuse that the independent check provided by Section 
10(a) is not enough to “adequately protect investors 
where management acted in conflicts of interest situa- 
tions.”? In these circumstances, the independent check or 
‘“<watchdog”’ provided by Section 10(c) is necessary. The 
Commission has no alternative but to honor and enforce 
this Congressional judgment. The Commission, in the 
face of the statutory policy and direction, mistakenly ap- 
proaches the matter as if it were vested with some form of 


24In S.E.C. v. Chenery Corp., 318 U.S. 80, 92 (1943) the Court stated: 
© Abuse of corporate position, influence, and access to information may raise 
questions so subtle that the law can deal with them effectively only by 
prohibitions not concerned with the fairness of a particular transaction.’’ 


il 


general discretion to determine the number of unaffiliated 
directors that are adequate to safeguard the investor.» 


In connection with the matter of investor safeguards, we 
did not, as the Commission suggests, miss any point about 
the significance of the Comptroller’s supervision. The 
Commission acknowledges (Br. p. 26) ‘‘that such super- 
vision is not a substitute for the protection afforded 
investors by the Investment Company Act.’’ Yet it is 
relied upon for abandoning the Section 10(c) protection. 
It is asserted to be an ‘‘additional safeguard”’ (Br. p. 26) 
even though, as the Commission put it, ‘‘banking over- 
sight is of course not the same in scope or orientation as 
the protective provisions of the Act... (JA 62). More- 
over, the ‘‘additional safeguard’’ consists simply in ‘‘fed- 
eral regulation by another agency of the Government’’; 
this ‘‘is a basis for lessening the necessity for strictly 
applying certain of the provisions of Section 10 of the 
Act ...’’ (Br. p. 26). But, if this is so, why did the Com- 
mission refuse the exemption from Section 10(a)? Does 
Section 10(c) enjoy an inferior status as an investor pro- 
tection? The answer is, of course, as we pointed out in 
our main brief (p. 20), that the Commission honored the 
statutory requirements only insofar as they would not 
jeopardize the ruling the Bank had obtained from the 
banking authorities.* In any event, the much emphasized 
Comptroller’s examinations, whatever their scope, are 
policing and enforcement devices. They are not a substi- 


25 Compare the Public Utility Holding Company Act of 1935 where the 
Commission was given discretion in this area. See note 66, p. 31 of our 
main brief. 

26So that there is no misunderstanding, contrary to the Commission (Br. 
p. 18), our position is that it did afford ‘‘undue latitude to the Bank con- 
trary to the policies and purposes of the Act’’, and indeed sacrificed Section 
10(c). The Commission’s concern was not, as it should have been, with 
observance of the Section 10(¢) policy, but with the need to abandon that 
policy because the banking authorities would only permit a bank’s entry 
into the mutual fund business on terms that violate Section 10(c), which was 
the only reason given by the Bank in its application. See note 23 supra. 
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tute for a prophylactic rule. If examinations were an 
acceptable substitute, there would have been no need to 
enact Section 10(c), since the Investment Company Act 
also provides for comprehensive inspections. 


Lastly, as it strains to find support, the Commission 
even attempts to justify its action in the name of free 
competition—the grant of ‘“‘exemptions necessary to per- 
mit’? the Account ‘‘to function in conformity both with 
the Act and with Federal banking laws furthers the basic 
policy of free competition”? (Br. p. 20).” We fully appre- 
ciate the fact that an exemption was necessary to permit 
the Account to operate in conformity with the banking 
laws. And our position has been that this was the Com- 
mission’s overriding concern rather than the enforcement 
of the policy of Section 10(c), which should have been the 
Commission’s sole concern. In that provision the Con- 
gress concluded that the interests of investors would be 
best served if they were not offered participations in bank 
dominated investment companies. This competition the 


Congress concluded was deleterious. 


2. The Committee 


Our argument below, as summarized in our main brief 
(p. 33), was that investment company directors must have, 
but the Committee did not have, the ultimate responsibility 
for investment decision and management, the essence of 
an investment company’s being. We argued that the Com- 
mittee would abdicate in this area, and that Bank’s board 


27 Grasping at straws, the Commission derives from the statutory provision 
that bars a miscreant from entering the investment company business ‘‘an 
underlying policy’ that ‘‘investors should have a broad choice of investment 
media’? (Br. p. 19). The investment company industry has never suffered 
from any paucity in this regard for, as Mr, Schenker pointed out, it is ‘‘an 
industry which has so many variants and so many different types of activities 

_ 2? Senate Hearings, p. 197. The sole concern of the statute is that 
tho industry be operated in the interest of investors. In any event, for the 
sake of accuracy, it should be noted that there are certain financial require- 
ments for entry into the business. See Section 14(a) of the Act, 54 Stat. 
811, U.S.C.A, Title 15, § 80-14. 
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would assume this responsibility. In taking this position 
as to the duties of investment company directors we were 
only pursuing the Commission’s view that ‘‘the exclusive 
right to supervise investment decisions ... is the right 
and responsibility of the board of directors of a manage- 
ment investment company under the Investment Company 
Act.?? % 


It should be noted that we did not argue below, nor do 
we here, as might appear from the opposition briefs, that 
the Committee would not perform other functions of a 
board, so laboriously detailed in the briefs. This is all 
irrelevant for it would not cure the infirmity we had raised. 


The Commission in its Findings and Opinion did not 
disagree with our view (or preferably its view) as to the 
above described duty of a board. Nor did it state that 
the matter we had raised was irrelevant. Its Findings 
and Opinion, if responsive to our argument, must be read 
to mean then that it assumed that the Committee would not 
abdicate its responsibility as we had maintained. The 
Commission in its brief (p. 27) urges that it was war- 
ranted in making an assumption in ‘‘the absence of any 
showing to the contrary’? (emphasis added). 


Suffice it to say that there was enough of a showing so 
that the dissenting Commissioner concluded that ‘‘The 
‘single entity’ interpretation is a realistic appraisal of the 
true nature of the Bank’s proposed operation’? (JA 70). 
This by itself refutes the Commission’s argument that 
there was an absence of any showing. 


28 Our main brief, p. 34, note 69 (In that note, the word ‘‘investment’’ 
after ‘‘management’’ was inadvertently omitted from the quotation referred 
to above). This same approach has been reflected in the Commission’s state- 
ment that the ‘‘significance of the requirement of unaffiliated directors to 
provide a responsible and objective observation of and consideration of the 
activities of a fund’s managers is seriously lessened if such directors do not 
play an active role in management ...’’ Directors must be furnished with 
information about investments ‘‘. . . to enable them to participate effectively 
in the management of the investment company.’’ Imperial Financial Services, 
Inc., Securities Exchange Act Release No. 7684, p. 13 (August 26, 1965). 
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Next, having denied our motion to elicit the facts as to 
the much referred to, but never explained, “<supervision”’ 
as it relates to the area we had challenged, the Commis- 
sion now argues that we offered ‘‘no factual basis.”? This 
motion, as we explained in our main brief (p. 35, note 
72), was prompted by the Bank’s statement in its brief 
that the Comptroller’s regulations provided for ‘‘exclu- 
sive management”? by the sponsoring bank. This is in 
accord with Section 9.7(a)(1) of the Comptroller’s regu- 
lations which imposes management responsibility on the 
bank. This is so whether or not a committee is used, and 
whether or not the Committee here is of the type referred 
to in the Comptroller’s regulations, another belabored 
irrelevancy. 


The Commission is silent on the matter of the “exclu- 
sive management” provision of the Comptroller’s regula- 
tions. It speaks (Br. p. 29) of ‘“‘snpervision’”’? being in 
the hands of the Committee, and calls attention to a letter 
of the Comptroller, which uses the same term but at the 
same time points out that ‘‘pursuant to a management 
agreement . . . the bank will be responsible for the man- 
agement of the investments in the commingled account.”’ 
(Br. p. 29, note 41). 


The Bank claims (Br. p. 47) that the ‘‘exclusive man- 
agement’’ provision is not applicable. But then it ac- 
knowledges it will have complete investment discretion 
over the Account’s portfolio. (Br. pp. 44-45, 2 and 3). It 
would appear that the ‘‘supervision”’ of the Committee 
will not be related to supervision with respect to invest- 
ment management and decision, but to other matters, 
including the Committee’s power to terminate the manage- 
ment agreement. This, however, is not the management 
supervision with which an investment company board is 
charged, and the presence of which the Commission must 
have assumed, as we have already indicated. 


In this connection, the Commission’s misapprehension 
is indicated by its statement (Br. p. 28) that ‘“‘the Bank 
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will make initial investment decisions subject to post- 
audit by the Committee (JA 32)’. The ““post-audit?? 
concept describes a practice in the investment company 
industry under which an investment adviser makes in- 
dividual portfolio selections, but the board of directors, 
consistent with its ultimate responsibility for investment 
management, oversees and supervises the investment - 
activity. This is not the situation here. The Commis- 
sion’s record reference for the above quoted statement 
is to a provision in the management agreement which pro- 
vides only that transactions shall be reported to the Com- 
mittee. There is no provision for directorial “ post-audit’’ 
such as previously pointed out the Commission insists 
upon in the case of an investment company.”® 


We submit that the Commission without basis concluded 
that we had made no showing so that it was warranted in 
“tassuming’’. If the Commission’s decision is not reversed 
for its failure to heed the policy of Section 10(c) of the 
Act, the case should be remanded to the Commission for 


reconsideration, and appropriate findings, with respect to 
whether or not the Committee will have all the duties 
contemplated by the statute. 
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29 See p. 13, supra and note 28, 


